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This Issue 


The Review departs from its familiar format in this issue in order 
to present, under one cover, a symposium on what may become the 
legal core of all commercial transactions in America—The Uniform 
Commercial Code. Ever since the Commissioners on Uniform State 
Laws, The American Law Institute and others began drafting the 
Code, successive Law Review staffs have been laying plans and do- 
ing the preliminary spade-work on this symposium issue. Publica- 
tion was delayed until the approval of the Final Text Edition, which 
occurred in September of 1951. 


A proposed law of such sweep and depth as the Code necessitates 
careful study by the bar and by the commercial world. If it is adopted 
we will live under its protection and regulation for many years; it 
is imperative that it is understood and appreciated before adoption. 
This symposium is offered as a guide to understanding the Code, 
and what may be more important, as a tool for its future use. Your 
editors are justifiably proud of this issue. It is the work of men who 
have either worked very close to the drafting process or have fol- 
lowed the progress of the Code for the past eight years with a careful 
analytical eye. 


Mr. Harold Birnbaum, an advisor to the Reporter of the Code, 
discusses Article 9—Secured Transactions, which is generally ac- 
cepted as the most sweeping change proposed by the Code. Chattel 
mortgages, conditional sales and the many other devices used to 
secure credit are pulled together by this Article into one unified and 
rational pattern. Mr. Birnbaum explains and correlates the sections 
of the Code in an article that, we predict, will become the handbook 
to the study and future use of this law. 


Mr. Walter D. Malcolm, who was instrumental in drafting the 
final draft of Article 4 of the Code, covering bank collections, de- 
scribes its history and the rationale behind its provisions. Mr. Mal- 
colm’s discussion of this complicated field explains the reasoning of 
the Reporter and the effect of the proposed law on existing practice. 


Professor Arthur E. Sutherland discusses the “new NIL’— 
Article 3. The loopholes and defects in the NIL are demonstrated 
and the manner in which these defects are corrected is explained. We 
particularly call attention to the table on page 252, prepared by 
Professor Sutherland, which cross-references the Code to the NIL. 


Each of the other seven articles is just as worthy of comment, but 
space limitations force us to let the articles speak for themselves. 
One further reminder, the first book an attorney purchases is the 
statute book; by the same token a copy of the Code should be ob- 
tained and read along with the symposium in order to fully under- 
stand the comments of the authors. Copies may be purchased from 
The American Law Institute, 133 South 36th Street, Philadelphia 


4, Pennsylvania. 








The Uniform Commercial Code—Some 
General Observations 


CHARLES BuNN* 


The Commercial Code is premised on the concept that ‘“ ‘com- 
mercial transactions’ is a single subject of the law, notwithstanding 
its many facets.’’ Starting with this premise, it is designed to make 
the law in the world of commerce as clear, consistent and commercially 
workable as possible. Few, if any, businessmen and lawyers working 
in the field will question this basic premise, but perhaps some will 
ask why the present laws, particularly the Uniform Laws, are not 
an adequate solution to the need for a uniform commercial law. That 
is a good question, and deserves an answer. 

The Uniform Negotiable Instruments Law was promulgated by 
the National Conference of Commissioners on Uniform State Laws 
in 1896, the Uniform Sales Act and the Uniform Warehouse Receipts 
Act in 1906, the Uniform Bills of Lading Act and the Uniform Stock 
Transfer Act in 1909, the Uniform Trust Receipts Act in 1933. 

Since those dates many things have happened. Commercial and 
financial practices have changed, new problems have emerged, 
defects and obscurities in the old acts have been disclosed, and 
decisions under them have not been uniform among the states. 
The efforts of the Conference to improve the situation by piecemeal 
amendments to the NIL have not resulted in uniform enactment. 
So the time seems ripe for a fresh start. 

Accordingly in 1944 the Conference of Commissioners and the 
American Law Institute joined forces, and undertook to draft a 
single statute which would cover the ground of the old Uniform Acts 
and also new related territory. A grant to finance the work was 
obtained from the Falk Foundation of Pittsburgh; an Editorial 
Board was appointed under the chairmanship of Judge Herbert F. 
Goodrich of Philadelphia; a Chief Reporter, Karl Llewellyn of New 
York (now of Chicago) was appointed; Reporters and Advisers for 
the various proposed Articles were named, and the work got under 
way. 

Since then there have been innumerable meetings, on innumer- 
able drafts, among almost innumerable people. Lawyers, judges, 
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law teachers, bankers, merchants, finance company officials, ware- 
housemen, railroad counsel, and bar association committees, from 
all parts of the country have participated. The Conference of Com- 
missioners and the American Law Institute have continued to work 
together, and have met repeatedly in full joint session to consider 
and take action upon major drafts. Finally, in September, 1951, the 
Uniform Commercial Code was approved and recommended by 
both the Conference and the Institute, and later in the same month 
was approved by the House of Delegates of the American Bar As- 
sociation. It is, therefore, now before the states for consideration, 
and will undoubtedly be introduced in various state legislatures 
in 1952 and 1953. 

The present symposium is an effort first of all to aid the legislative 
study of the Code, and second to aid in its interpretation wherever 
it may be enacted. The persons who contribute speak, of course, 
for themselves, and do not necessarily express the view either of the 
Institute or of the Conference or of the House of Delgates. But an 
effort has been made to enlist the help of people who have helped in 
the drafting and consideration of the Code, and in fact a considerable 
number of the articles that follow have been written by such people. 
What they have to say should be of help to all concerned. 

The Special Committee of the Wisconsin Bar Association, of which 
I have the honor to be chairman, has at this date no official view as 
to whether or not the Code should be enacted. It does feel strongly 
that it should be studied seriously by all concerned—that is, by 
lawyers, merchants, bankers, farmers, businessmen in every line, 
and their numerous associations. This is a major project, it covers 
the whole field of commercial transactions, it meets and answers many 
controversial questions, it proposes many changes in existing law. 
The effort required to produce it cannot be repeated soon; if it fails 
we will wait a long time for another try; if it is enacted it is likely 
to remain in force for many years. Discussion is in order! 
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Conflicts Niceties and Commercial Necessities 
HERBERT F.. Goopricu* 


The Uniform Commercial Code does not use the phrase “Conflict 
of Laws.” Instead it talks about the “Applicability” of the Act. 
This word appears in the section heading for Section 1-105, the 
general choice of law provision of the Code. 

Although phrased in terms of “‘applicability’’ the rules stated in 
the section referred to are nevertheless rules of conflict of laws as 
that term is used by anyone who knows anything about the subject. 
Why are they rules of conflict of laws? The answer is because they 
give to the court which has a case before it, the rule for determining 
what law to apply. Take the ordinary case where the facts involved 
in a transaction run across a state line. The simplest instance is an 
order by a buyer in one state for goods to be shipped to him by a 
seller in another state. If litigation concerning that commercial trans- 
action arises a court may have before it the question whether the 
law to be applied to the scope of a warranty, for instance, is the law 
of the state where the buyer ordered the goods or the law of the state 
where the seller had his place of business and from which he sent the 
goods to the buyer. The court will determine the answer to the ques- 
tion by reference to its own conflict of laws rules, which will probably 
not be contained in a statute but will have been built up through 
judicial precedents. 

When a court in a state which has adopted the Code has such a 
problem it will find in the Code the answer to the choice of law 
question. The Code gives directions to the court when to apply the 
rules of law stated in the Code to the case before it. It states what 
facts are necessary to give the state where the court sits such a con- 
tact with the transaction that the court will apply the local law, 
that is, the law as set out in the Code. If that is not conflict of laws, 
then there is no such thing as conflict of laws. 

The Code contains several sections which tell a court when to 
apply its rules to a transaction in litigation before it. All but one of 
these sections are special rules necessary because of the nature of 
the particular transactions which they govern.’ This article is con- 
cerned not so much with them as it is with the general choice of 

aes... United States Court of Appeals, Third Circuit; Chairman of the 

Board for the Uniform Commercial Code; Director of the American 
raw’ Institute; Repeater for the conflict of laws provisions of the Code (Section 


1- yd Author of Goopricu, Conruicr or Laws. 
er ee Sa en Pe ee 


wens to this article, infra at 207 








200 WISCONSIN LAW REVIEW [Vol. 1952 


laws section which covers most of the transactions of the Code.? It 
is Section 1-105 and reads as follows: 


Section 1-105. Applicability of the Act; Parties’ Right to Choose 
Applicable Law. 

(1) Article 1 applies to any contract or transaction to which 
any other Article of this Act applies. 

(2) The Articles on Sales (Article 2), Documentary Letters 
of Credit (Article 5) and Documents of Title (Article 7) apply 
whenever any contract or transaction within the terms of any 
one of the Articles is made or occurs after the effective date of 
this Act and the contract 

(a) is made, offered or accepted or the transaction occurs 

within this state; or 

(b) is to be performed or completed wholly or in part within 

this state; or 

(c) relates to or involves goods which are to be or are in fact 

delivered, shipped or received within this state; or 

(d) involves a bill of lading, warehouse receipt or other docu- 

ment of title which is to be or is in fact issued, delivered, 
sent or received within this state; or 

(e) is an application or agreement for a credit made, sent or 

received within this state, or involves a credit issued in 
this state or under which drafts are to be presented in this 
state or confirmation or advice of which is sent or received 
within this state, or involves any negotiation within this 
state of a draft drawn under a credit. 

(3) The Articles on Commercial Paper (Article 3) and Bank 
Deposits and Collections (Article 4) apply whenever any contract 
or transaction within the terms of either of the Articles is made 
or occurs after the effective date of this Act and the contract 

(a) is made, offered or accepted or the transaction occurs 

within this state; or 

(b) is to be performed or completed wholly or in part within 

this state; or 

(c) involves commercial paper which is made, drawn or trans- 

ferred within this state. 

(4) The Article on Investment Securities (Article 8) applies 
whenever any contract or transaction within its terms is made 
or occurs after the effective date of this Act and the contract 

(a) is made, offered or accepted or occurs within this state; or 

(b) is to be performed or completed wholly or in part within 

this state; or 

(c) involves an investment security issued or transferred 

within this state. 
But the validity of a corporate security shall be governed by the 
law of the jurisdiction of incorporation. 
? The special rules are discussed in the other Articles on the Code appearing 
in this issue of the Review. 
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(5) The Articles on Bulk Transfers (Article 6) and Secured 
Transactions (Article 9) apply whenever any contract or trans- 
action within their terms is made or occurs after the effective 
date of this Act and falls within the provisions of Section 6-102 
or Sections 9-102 and 9-103. 

(6) Whenever a contract, instrument, document, security or 
transaction bears a reasonable relationship to one or more states 
or nations in addition to this state the parties may agree that 
the law of any such other state or nation shall govern their rights 
and duties. In the absence of an agreement which meets the re- 
quirements of this subsection, this Act governs. 

In preparing the Code, The American Law Institute and the 
National Conference of Commissioners on Uniform State Laws faced 
the question of whether the Code should contain any choice of law 
rules at all. The difficulty of framing rules upon which everyone 
could agree had been urged as one reason for leaving choice of law 
problems in commercial transactions covered by the Code to be re- 
solved by the courts through judge-made law. Not to have any 
choice of law rules would have been an easy answer. Yet, the com- 
pelling reason for spending years of labor in drafting a Code was to 
promote uniformity of up-to-date laws applicable to commercial 
transactions. The Code was to be an aid to the businessman by mak- 
ing it possible for him and his counselors to predict with reasonable 
accuracy the legal consequences of a business transaction whether 
interstate or intrastate. If each state having the Code had its own 
choice of law provision, developed by judicial decision or, less likely, 
by local legislation, this goal could scarcely be obtained. The drafters 
of the Code believed that it was more desirable to have a choice of 
law rule by statute, even if it fell somewhat short of absolute per- 
fection, than to have vague and varying judge-made rules govern 
the commercial transactions covered by the Code. 

The underlying theory of Section 1-105, the general conflict of 
laws provisions of the Code, is to make the provisions of the Code 
applicable whenever a transaction has a sufficient contact or rela- 
tionship with a state having the Code to make such an application 
reasonable and not arbitrary. The section is applicable only if the 
state of the forum has adopted the Code. If it has, given any of the 
contacts with the transaction stated in Section 1-105, the rules of the 
Code govern the transaction before the court. However, the section 
provides that the parties to a multi-state transaction or one involv- 
ing foreign trade may select any law which bears a reasonable rela- 
tionship to the transaction to govern its legal consequences.* 


*U.C.C. § 1-105(6). All citations of the Untrornm CoMMERCIAL vary refer to 
the Final Text Edition (November 1951) unless otherwise indicated 
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The section seeks to make the Code applicable to the fullest extent 
legally permissible. A single commercial transaction has many legal 
facets. If conventional conflict of laws rules continued to be appli- 
cable to a multi-state transaction, the laws of a number of jurisdictions 
would still have to be called upon to resolve them. Making the one 
transaction subject to the law of a single jurisdiction to the fullest 
limits possible promotes simplicity and facilitates commerce, con- 
sonant with the overall goal sought to be attained by the Code. 
This is the purpose of Section 1-105. It is not an attempt to revert to 
any primitive view that a state will resolve all legal problems with 
foreign contacts solely according to its own laws because it deems its 
law the best or most enlightened. 

Section 1-105 divides the major transactions covered by the Code 
into four groupings: (1) Sales, Documentary Letters of Credit and 
Documents of Title, (2) Commercial Paper and Bank Deposits and 
Collections,’ (3) Investment Securities,® (4) Bulk Transfers and 
Secured Transactions.’ As to each group it then states when the law 
of the forum, 1.e. the rule of the Code, is applicable. The transactions 
have been grouped in this manner because of their inter-relationship. 
A sales transaction will be often tied in with a letters of credit trans- 
action and a document of title transaction. The issuance of a check, 
subject to Article 3 provisions on commercial paper, usually entails 
transactions falling within Article 4 on bank deposits and collections. 
Bulk transfers and secured transactions (Articles 6 and 9) involve 
creditor and debtor relationships. 

All the Articles in a particular grouping apply when a contract or 
a transaction comes within the scope of any one of the Articles, and 
the contract or transaction bears the relationship to the state in- 
dicated in Section 1-105. Thus, if in a sales transaction, the contract 
relating to it is made, offered or accepted in the state, or is to be 
performed in the state, or involves goods delivered, shipped or re- 
ceived in the state, or involves a bill of lading, warehouse receipt or 
other document of title issued, delivered, sent or received within the 
state, or constitutes an application or agreement for a credit made, 
sent or received within the state, or a confirmation or advice which 
is sent or received within the state, or involves any negotiations 
within the state of the draft drawn under a credit—the Sales Article, 
the Letters of Credit Article and the Documents of Title Article are 
applicable to all the transactions falling within their scope in the 


*U.C.C. § 1-105(2). 
SU. 5 
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case before the court. A similar pattern is followed in the other 
groupings in Section 1-105. 

Admittedly Section 1-105 is a radical departure from conventional 
conflict of laws rules. In the sales grouping, for example, in applying 
the conventional rules to a multi-state commercial dealing, there 
would be a separate search for a choice of laws rule for each of the 
transactions involved, e.g., the sales transaction, the documents of 
title transaction and the letters of credit transaction. More than this, 
the bare contract of sale, conflict of laws-wise, would require different 
rules to be applied in determining the making of the contract, its 
validity, the performance, etc. Under the Code rule if any one of the 
elements set forth in Subsection (2)(a) is present all the transactions 
covered by that subsection are to be governed by the law of the 
Code state. 

Thus, suppose a whiskey manufacturer in Pennsylvania agrees to 
purchase barrels stored in a warehouse in Ohio from a New Yorker. 
The buyer’s agent in New York delivers the acceptance of the offer. 
The terms of the sale require the buyer to establish a credit in the 
amount of 75% of the sales price with an Ohio bank which is to pay 
over the funds upon presentation of the warehouse receipts. They 
further require the seller to deliver, upon receipt of such payment, 
the barrels to Pennsylvania, where they are to be inspected and 
tested. Any defective barrels are to be repaired or replaced there by 
the seller before the seller is to receive the remaining 25% of the 
contract price. If suit were later brought in Pennsylvania under 
existing choice of laws rules: 

1. Questions as to the validity of the contract would be resolved 
by New York law, the place of contracting.*® 

2. Questions as to the propriety of the bank in Ohio making 
payment would probably be resolved by Ohio law. 

3. Questions as to the validity of the transfer of the warehouse 
receipts would probably be resolved by Ohio law.® 

4. Questions as to title after payment in Ohio might be resolved 
by Ohio or Pennsylvania law.’® 

5. Questions as to delivery in Pennsylvania, inspection, testing, 
repairs and replacements would be decided by Pennsylvania law." 

Under the Code quite a different choice of law process is to be 
followed. Pursuant to Section 1-105, the transaction has a number of 

® RESTATEMENT, ConFLICcT oF Laws §§ 326, 332 (1934). 

* RESTATEMENT, ConFLict oF Laws § 349 (1934) 


1¢ Goopricu, Conriict or Laws § 154 (8rd ed. 1949). 
1 RESTATEMENT, CoNnFLICT OF Laws § 358 (1934). 
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important relationships to Pennsylvania. Accordingly, every one of 
the questions noted above would be decided under the Code, as 
Pennsylvania law, if it had been enacted in Pennsylvania. 

There is the question of legal justification for the rule of the Code. 
In the United States, state conflict of laws rules are subject to super- 
vision by the Supreme Court of the United States if constitutional 
issues are present. In some cases where a state court had applied the 
law of the forum instead of looking to the foreign rule by which the 
transaction should be governed, the Supreme Court has invalidated 
the state’s application of its law on the ground of a violation of due 
process.’ The test of when a state exceeds due process limitations 
has not been clearly defined as yet by the Court." The critical factors, 
however, would appear to be “‘reasonableness”’ and “‘arbitrariness.’’ 
A forum’s choice of laws rule which is unreasonable and arbitrary 
under the circumstances would no doubt be bad. It is submitted 
that the requirements of Section 1-105 are neither. 

Before a state having the Code can apply Section 1-105 to a case 
before it, the transaction, by the very terms of that section, must 
bear a factual relationship to the geographical boundaries of the 
state. The Code governs the transaction if: 

1. The contract is made, offered or accepted within the state. It is 
well settled that the place of contracting constitutes such a substan- 
tial relationship or contact with a jurisdiction, conflict of laws-wise, 
as to make proper the application of the law of such a jurisdiction 
to determine such questions as capacity to contract, necessary form 
of promise, necessary consideration, fraud, illegality, and time and 
place of performance." Since the place of acceptance is the place of 
contracting,» the acceptance of the contract within the jurisdiction 
is therefore sufficient. The place of the making of the offer, however, 
is not the place of contracting.'* Nevertheless, for constitutional 
purposes, the place of the offer would appear to have as substantial 
a contact with the transaction as the place of acceptance. If an offer 
is made in State A and is accepted in State B, the law of State B is 
the place of contracting because of established conflict of laws criteria, 
not constitutional compulsion. If, in the development of conflict of 
laws, the dogma had developed that the place of offer was the place 
of contracting, for constitutional purposes, that rule would stand on 
the same footing as the rule of the place of acceptance. All the Code 

#2 Goopricu, ConF.ict or Laws § 14 (3rd ed. 1949). 
13 RESTATEMENT, CoNnFLICT OF Laws § 43 (1934). 
4 RESTATEMENT, ConFLICT OF Laws § 332 (1934). 


18 RESTATEMENT, CONFLICT OF Laws § 326 (1934). 
6 Tid. 
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does is to add to the place of acceptance rule, a place of offer rule. 
That is a new conflict of laws rule, not any constitutional question. 

2. The transaction occurs within the state. If under conventional con- 
flict of laws rules, part of a transaction occurring within the juris- 
diction affords a sufficient contact for constitutional purposes, as it 
does, clearly the occurrence of an entire transaction within a state 
is an adequate contact. As a conflict of laws rule, this rule of the 
Code follows traditional views and presents no question of con- 
stitutionality. 

3. The contract is to be performed in whole or part within a state. 
The law of the place of performance of a contract governs, by well 
established conflict of laws rules, matters relating to performance.” 
This rule of the Code follows such precedent and presents no con- 
stitutional problem. 

4. If there is ““present’’ within the state, tangibles or intangibles re- 
lated to the contract or transaction. Physical contact with a jurisdiction 
is a classic relationship for choice of laws purposes. For example, the 
law of the situs of personal property governs the creation and trans- 
fer of interests in it.1* Transfer of commercial specialties, such as 
negotiable instruments, is governed by the law of the place of the 
document at the time of transfer.1* The Code applies comparable 
tests when it sets up as a critical contact, the issuance, delivery, 
sending, receipt or transfer of goods, documents of title, credits, 
commercial paper or investment securities within a jurisdiction. Con- 
flict of laws-wise, the rule of the Code may go beyond tradition. 
Constitutionally no problem is present because of the degree of con- 
tact required. 

In each of the above instances an important phase of a commercial 
transaction has a real relationship with a given state. The relation- 
ships are sufficient to justify each conflict of laws rule promulgated 
and to meet constitutional requirements. The real novelty of Section 
1-105, in the conflict of laws sense, lies in the result that follows from 
the occurrence within a jurisdiction of any one of the contacts 
specified: All inter-related phases of the transaction (7.e., in any of 
the phases in the groupings noted earlier) become subject to the law 
of the jurisdiction where the contact occurs. It is at this point that 
the critics of Section 1-105 have had much to say. 

If the law, especially conflict of laws, is to be bound to tradition, 
and is to remain so, the critics have a point. But business and com- 





17 RESTATEMENT, CoNnFLict oF Laws § 358 (1934). 
18 Goopricu, ConFriict or Laws § 153 (3rd ed. 1949). 
19 Goopricu, Conriict or Laws § 161 (3rd ed. 1949). 
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merce cannot remain so fettered. The commercial world does not 
necessarily regard, and should not regard, what is essentially in its 
eyes one transaction, as a series of separate, isolated occurrences. It 
is concerned with the totality and not with the many parts into 
which the law carves up the whole. The contract of sale, its creation, 
its performance, its financing, its fruition through manufacture, in- 
spection, testing and delivery are one “‘deal.’’ The lawyer and the 
judge may indulge in the niceties of the place of offer, acceptance, 
performance, delivery, title, etc., and commit each to its niche in 
the law. But to the businessman, if he would be patient to listen to 
this legal-surgical operation, it would not be law nor surgery, but 
some form of medieval sorcery. The Code takes the businessman’s 
point of view: ‘Here is essentially one business transaction! It should 
be treated that way. If there is a reasonable relationship with a 
place, as there is in each instance specified, all phases of the trans- 
action which are inter-related are to be governed by the law of that 
place.’’ The law as postulated in Section 1-105 conforms with such 
commercial reality. For purposes of constitutionality, this operation 
of the rule’of the Code should not run into difficulties. Before the 
rule can be made operative, it must be shown that one of the factual 
relationships to the forum exists. And each of the factual relation- 
ships specified constitutes an important contact which is part of 
what is essentially one business transaction. That contact ties the 
transaction in with the forum and justifies the application of the 
law of the forum to it. 

Section 1-105 takes one more step toward facilitating and promot- 
ing commercial transactions from the conflict of laws point of view. 
It expressly authorizes and permits the parties to a transaction fall- 
ing within the scope of the Code to choose the law which will govern 
their rights and duties. Thus the parties may determine beforehand 
the law by which a transaction will be governed. 

The choice permitted is not unrestricted. By Subsection (6) a 
party in Pennsylvania purchasing goods from a party in New York 
is not permitted to agree with him that the law of China shall govern 
the transaction when all the facts connected with the transaction are 
to take place in New York and Pennsylvania. While such an agree- 
ment may be perfectly fair between a buyer and seller who fully 
know what they are doing, it could be eminently unfair to third 
parties connected with the transaction and who might be affected by 
the parties’ choice of law.*° Accordingly the Code requires that the 
transaction to be governed by the chosen law must bear a reasonable 


2° Cf. Wotrr, Private INTERNATIONAL Law 418 et seg. (2d ed. 1950). 
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relationship to the jurisdiction whose law is chosen. Any one of the 
contacts specified in Subsections (2), (3), (4) and (5) of Section 1-105 
would constitute a reasonable relationship for they are sufficient to 
make the Code applicable in a forum where the Code has been 
enacted. However, Subsection (6) is not limited to just those con- 
tacts. For example, under certain circumstances, transit of goods 
through a jurisdiction may be a reasonable relationship under Sub- 
section (6) and not under Subsection (2). The test of relationship 
under Subsection (6) is one of degree: do the dealings of the parties 
and the facts of the transaction justify the choice of law made by 
the parties?” 

The choice of law provisions of the Code contained in Section 
1-105 are simple to apply. They simplify the tasks of courts and of 
lawyers advising businessmen. They should be an aid to business in 
a modern world. 


APPENDIX 


Printed below are the special conflict of laws rules governing particular trans- 
actions and therefore made part of the Article of the Code governing those 
transactions. 

Article 4—Bank Deposits and Collections 

Section 4-102. Applicability. 

(2) Notwithstanding Section 1-105 the liability of a bank for action 
taken by it in the course of collection is governed by the law of the place 
where the bank is located. In the case of action taken by or at a branch or 
separate office of a bank, its liability is governed by the law of the place 
where the branch or separate office is located. 

Article 6-—Bulk Transfers 

Section 6-102... .; Bulk Transfers Subject to This Article. 

(5) es as limited by the following section all bulk transfers of goods 
located within this state are subject to this Article. 

Section 6-103. Transfers Excepted from This Article. 

(6) Transfers to a person maintaining a known place of business in this 
State who becomes bound to pay the debts of the transferor in full and gives 
public notice of that fact, and who is solvent after becoming so bound; .... 

Article a Transactions; Sales of Accounts, Contract Rights and Chattel 
‘aper 

Section 9-102. Policy and Scope of Article. 

(1) Except as provided in Section 9-104 on the exclusion of certain security 
interests and other transactions, this Article applies so far as concerns any 
personal property within the jurisdiction of this State 

(a) to any transaction (regardless of its form) which is intended to create 

a security interest in personal property including goods, documents, 
instruments, chattel paper, accounts or contract rights; and also 

(b) to any sale of accounts, contract rights or chattel paper. 

(2) Among the transactions to which this Article applies are those in the 
form of pl , assignment, chattel mortgage, chattel trust, trust deed, 


1 A choice of law by the —_ offending the public policy of the forum 
may not be enforceable. See Wotrr, Private INTERNATIONAL Law 416 (2d ed. 
1950). This limitation, while not expressed in Subsection (6), is not precluded by 
the Code. For other possible limitations upon the freedom of parties to choose 
the applicable law, id. at 416 et seg. 
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factor’s lien, equipment trust, conditional sale, bailment-lease, trust receipt, 

other lien or title retention contract and a lease intended as security. 

Section 9-103. Accounts, Contract Rights and Equipment Relating to Another 
State; and Incoming Goods Already Subject to a Security 
Interest. 

(1) If the office where the assignor of accounts or contract rights keeps 
his records concerning them is in this state, the validity and perfection of a 
security interest therein and the possibility and effect of proper filing is gov- 
erned by this Article; otherwise by the law (including the conflict of Cae 
rules) of the state where such office is located. 

(2) If the chief place of business of a debtor is in this state, the validity 
and perfection of a security interest and the possibility and effect of proper 
filing with regard to equipment of a type which is normally used in more 
than one jurisdiction (such as automotive equipment, rolling stock, air- 
planes, road building equipment, commercial harvesting equipment, con- 
struction machinery and the like), is governed by this Article: otherwise by 
the law of the state (including the conflict of laws rules) where such chief 
place of business is located. 

(3) If personal property is already subject to a security interest when it 
is brought into this state, the validity of the security interest is to be deter- 
mined by the law of the jurisdiction where the property was when the security 
interest attached, unless the parties unders at that time that the property 
would be kept in this state and it was brought here within thirty days there- 
after for purposes other than transportation through this state. If the se- 
curity interest was already stecied unite the law of the jurisdiction where 
the property was kept before being brought into this state, the security 
interest continues perfected here for four months and also thereafter if within 
the four month period it is perfected here. The security interest may also be 
perfected here after the expiration of the four month period; in such case 
perfection dates from the time of perfection in this state. If the security inter- 
est was not perfected under the law of the jurisdiction where the property 
was kept before being brought into this state it may be perfected here; in 
such case perfection dates from the time of perfection in this state. 














Article 2—Sales— ‘From Status to Contract’’? 


Howarp L. Haui* 


Another article dealing with the Commercial Code seems super- 
fluous. A bibliography of such articles and comments prepared for 
the December 1950 meeting of the Association of American Law 
Schools comprised five typewritten pages. Much of this writing has 
been mere ballyhoo for uniformity, but some constitutes careful, 
penetrating thought and criticism.! The purpose of this writing— 
which will not be achieved—is to set forth the chief provisions of the 
new Sales law, and point out some of the more important changes 
from existing law. 

The Code is the joint product of The American Law Institute and 
the Commissioners on Uniform State Laws. The chief reporter, and 
draftsman, of the Sales Article is Professor Karl N. Llewellyn of the 
University of Chicago Law School, formerly of Columbia University 
Law School. There have been several printed drafts of the Act, 
published in April 1944, Spring of 1950, and Spring of 1951, and a 
pamphlet of revisions in June 1951. This article is based upon the 
Final Text Edition, November 1951. The Text and Comments 
Edition, Spring 1950, is very helpful as it contains the comments of 
the draftsmen to each section. These are now designated merely as 
“Comments,” rather than “Official Comments” by Section 1-102(3)(f). 

Article 1, Part 2 of the Code contains a large number of definitions 
of terms which apply throughout the Code, and especially to Article 
2—Sales. The number of definitions scattered throughout the entire 
Code is quite astounding. The fact they are not segregated makes 
the preparation of a complete index imperative. At present, one is 
always aware that he might have overlooked some specially defined 
term and come up with the wrong answer. The large number of 
cross references at first appear extremely irritating, but turn out to be 
helpful and indispensable as one progresses through the hundreds of 
sections. 





* Professor of Law, University of Wisconsin. 

1 Among the best articles dealing with the Sales provisions are: Corbin, The 
Uniform Commercial Code—Sales: Should It Be Enacted? 59 Yau L.J. 821 (1950); 
Latty, Sales and Title and the Proposed Commercial Code, 16 Law & ConTEMP. 
Pros. 3 (1951); Rabel, The Sales Law in the Proposed Commercial Code, 17 U. 
of Cut. L.Rev. 427 (1950); Waite, The Proposed New Uniform Sales Act, 48 M1cu. 
L.Rev. 603 (1950); Williston, The Law of Sales tn the Proposed Uniform Commer- 
ctal Code, 63 Harv. L.Rev. 561 (1950). 
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The present Uniform Sales Act, promulgated by the Commissioners 
en Uniform State Laws in 1906, has been adopted in 34 states, 
Alaska, the District of Columbia and Hawaii.’ Its chief draftsman 
was Samuel Williston. It proceeded, as did the common law, largely 
on the title theory. The great game has been to locate the title to 
property and then a large number of incidents and consequences 
follow, such as the right to recover the price, risk of loss, chance of 
gain, insurability, liability to taxation and the rights of creditors 
of both the seller and buyer. 

The aim of Article 2 is to minimize the importance of the title 
concept and proceed upon the contract theory. This is more in 
accord with realism, as businessmen think along the lines of contract 
and consequences rather than the conceptual reasoning of lawyers. 
Consequently Article 2 contains the statement of many consequences 
of a contract for sale. This change in approach is stated by the drafts- 
men in the Comment. to Section 2-101 in the Spring 1950 Draft: 

The arrangement of the present Article is in terms of contract 
for sale and the various steps of its performance. The legal con- 
sequences are stated as following directly from the contract and 
action taken under it without resorting to the idea of when 
property or title passed or was to pass as being the determining 
factor. The purpose is to avoid making practical issues between 
practical men turn upon the location of an intangible some- 
thing, the passing of which no man can prove by evidence and to 

substitute for such abstractions proof of words and actions of a 

tangible character. 

Thus to a great extent we shall have to forego our favorite pas- 
time of pursuing the passing of title. It is readily seen that the present 
Uniform Sales Act is not being amended, but that Article 2 is a 
completely new draft in form, arrangement and terminology. Such 
familiar terms as “‘specific’”’ or “specified’’ goods and “appropriation” 
are missing, and the clumsier phrase “identification to the contract’’ 
is substituted. One author * thinks Article 2 would profit lawyers 
most, through an increase in litigation, without making many sub- 
stantial changes in the present law, whereas another‘ states many 
provisions are so “‘iconoclastic’”’ as not to justify the enactment of 
Article 2 in its present form. 

PROVISIONS IN ARTICLE I 

Several provisions contained in Article 1 should be noted before a 
general examination of Article 2. 

2 Adopted in Wisconsin in 1911. Now Wis. Strat. c. 121 (1951). 


3 Waite, supra note 1. 
‘ Williston, supra note 1. 
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Section 1-107 provides: 
Any claim or right arising out of an alleged breach can be 


discharged in whole or in part without consideration by a written 
waiver or renunciation signed by the aggrieved party. 


This is a desirable provision, far more in accord with sound business 
methods than any common-law requirement for consideration, often 
an empty formality. 

Section 1-201 contains 45 definitions of terms important through- 
out Article 2 and the entire Code. 

Section 1-201(9) defines a ‘‘buyer in ordinary course of business”’ as 
a person who buys goods in ordinary course from a person in the 
business of selling goods of that kind, but excludes a person buying 
goods from a farmer or a pawnbroker. Earlier drafts had excluded 
pawnbrokers themselves. It is presumed that pawnbrokers would 
not qualify under this definition, and now the exclusion is extended 
to buyers from them and from farmers. It is difficult to see the 
public policy back of such a provision as would exclude from protec- 
tion a purchaser of a watch from a pawnbroker but not from a jeweler, 
or a buyer of cattle or farm produce from a farmer. I doubt its sound- 
ness. 

Section 1-201(7) of the Spring 1951 Draft defines “fungible’’ as 
including goods which are not fungible but which are treated as 
such by agreement in a particular document. This would cover 
cattle running on the range. 

The requirement of ‘‘a particular document” might better be de- 
leted, and in fact is deleted in the Final Text Edition which says that 
such goods shall be deemed fungible “‘to the extent that under a 
particular agreement or document unlike units are treated as equiva- 
lents.”’ 

The problem of ‘‘insolvency’’ comes in for definition here as well 
as in other statutes such as the Bankruptcy Act, the Uniform Fraud- 
ulent Conveyance Act and other state statutes. Section 1-201(23) 
adds to the equity rule and the bankruptcy rules one who “has 
ceased to pay his debts in the ordinary course of business.’’ 

“Notice,” when given, when received, when effective, receives 
elaborate treatment in Sections 1-201(25), (26), and (27). Consider- 
able judicial interpretation of these provisions can be expected. 

Section 1-206 is new and settles a knotty problem. 


Where a person tenders payment, goods or documents, he 
wed require a signed receipt as a condition of completing de- 
very. 
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ARTICLE 2, Part 1. GENERAL CONSTRUCTION AND SuBJEcT MATTER 


Sections 2-103 through 2-107 again contain many definitions of 
terms and 29 cross-references to other definitions scattered through- 
out the Code. In Section 2-103(3) we find the definition of “‘value’’ is 
in Section 7-102(1)(g) which is in Article 7 dealing with bills of 
lading and warehouse receipts. This adds to the present common 
definition of value, the following: 

. including the extension of immediately available credit 


whether or not drawn upon and whether or not a charge back 
is provided for in the event of difficulties in collection. 


This definition is materially different from the definition of ‘‘value”’ 
contained in Section 3-303 in Article 3 on Commerical Paper. Since 
the Code is conceived as a unit, it is highly unfortunate that different 
definitions of such an important concept as ‘‘value’’ appear in different 
articles. ; 

Section 2-104(1) defines a “merchant’’ as one who deals in goods 
of the kind, or otherwise by his occupation holds himself out as hav- 
ing knowledge or skill peculiar to the practices or goods involved 
in the transaction. This definition would include farmers and others 
not now thought of as merchants. A farmer selling products of his 
farm would be a merchant, but not were he selling his household 
goods, and probably not, his farm machinery. Many places in the 
Code state the rules as to merchants. What shall be the rule where 
one or both parties to the transaction are not merchants? The present 
Sales Act is to be repealed. The rules of law should depend upon the 
facts and the nature of the transaction, and not upon the particular 
persons involved. This is going to cause confusion in many cases 
involving non-merchants. Course of dealing and usage of trade are 
treated in Section 1-205. This may help in some circumstances, but 
not in many other transactions. 

Section 2-105(1) defines “goods’’ as including investment secu- 
rities, things in action, unborn young of animals, growing crops and 
other identified things attached to realty and capable of severance. 
This enlarges the present scope of the word “goods.’’ There is no 
change as to future goods. 

Section 2-105(4), although clumsily phrased, probably states 
the present law relating to the present sale of a part of a mass of 
specified or identified fungible goods. Here it is to be noted that 
American law differs from the English law. 

The Uniform Sales Act uses the terms “sale’”’ and “contract to 
sell.’’ These terms are concise and need no defining. However, Section 
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2-106(1) states that “contract for sale’’ includes both a present 
sale of goods and a contract to sell goods at a future time. Such a 
change in order to create unnecessary verbiage is inexcusable. 


ARTICLE 2, Part 2. Form, FoRMATION AND 
READJUSTMENT OF CONTRACT 


Section 2-201 is the Statute of Frauds. It retains the present 
provision as to amount—a contract for the sale of goods for the 
price of $500 or more.’ Beyond this, there is little similarity to the 
present Statute of Frauds. Section 2-201 provides: ‘‘A writing is not 
insufficient because it omits or incorrectly states a term agreed 
upon. .. .”’ Section 2-204(3) states: 

Even though one or more terms are left open a contract for 


sale does not fail for indefiniteness if the parties have intended 
to make a contract and there is a reasonably certain basis for 


giving an appropriate remedy. 


Paragraph 1 of the Comment to Section 2-201 (Spring 1950 Draft) 
states, ‘“The price, time and place of payment or delivery, the general 
quality of the goods, or any particular warranties may all be omitted.”’ 
What sort of memorandum would this be? Such would amount 
practically to nothing, leaving all essential terms of the contract 
to be sought from conflicting parol evidence. Here is a marked 
change from present law. 
Section 2-201(2) contains a 10-day trap. It provides: 

Between merchants if within a reasonable time a writing in 
confirmation of the contract and sufficient® against the sender is 
received and the party receiving it has reason to know its con- 
tents, it satisfies the requirements of subsection (1) against such 
party unless written notice of objection to its contents is given 
within ten days after it is received. 


In view of the extreme inaccuracy permitted in the memorandum, 
this seems inadvisable. Since this rule is stated to apply as ‘‘between 
merchants,’’ what shall apply where one or neither party is a mer- 
chant? Section 2-201(3)(a) contains a special provision as to goods 
which are “specially manufactured for the buyer and are not suitable 
for sale to others.’’ 

Section 2-203 abolishes the effect of attaching a seal to a contract 
for sale or an offer to buy or sell goods. 

Section 2-205 entitled ‘“‘Firm Offers’’ abolishes the need for con- 





5 Wis. Strat. § 121.04 (1951) “fifty dollars or upwards.” 
6 Italics ours. 
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sideration in certain circumstances. This creates a special rule for 
contracts for the sale of goods which differs from the law as to other 
contracts. The section states: 

An offer by a merchant’ to buy or sell goods in a signed writing 
which gives assurance that it will be held open needs no con- 
sideration to be irrevocable for a reasonable time or during a 
stated time but in no event for a time exceeding three months; 
but such term on a form supplied by the offeree must be sepa- 
rately signed by the offeror.® 


Section 2-206(2) states a seeming heresy. 


Unless the seller states the contrary a shipment sent in re- 
sponse to an order to which it does not conform is an acceptance 
and at the same time a breach. But a shipment of non-conform- 
ing goods offered as an accommodation to the buyer in substitu- 
tion for the goods described in the order is not an acceptance. 


How is the buyer to know whether the non-conforming goods are 
intended as an accepfance or an offer as an accommodation? When 
can he treat it as a breach? Under present law a shipment of non- 
conforming goods is a counteroffer by the seller. To make it constitute 
an acceptance and a breach at the same time, or perhaps an offer 
as an accommodation leads to nothing but confusion. It is important 
for the buyer to recognize a breach in order to preserve his remedy 
against the seller by giving notice. Section 2-607(3) provides: 

When a non-conforming tender has been accepted the buyer 
must within a reasonable time after he discovers or should 
have discovered the breach notify the seller of breach or be 
barred from any remedy. The burden is on the buyer to estab- 
lish any breach with respect to the goods accepted. 

One of the cardinal purposes of the Code is to state the law in such 
language as can be readily understood by people in the business 
world. 
Section 2-209 effects a change from present law. Section 2-209(1) 
states: 

An agreement modifying a contract within this Article needs 

no consideration to be binding. 


Section 2-209(2) provides: 


A signed agreement which excludes modification except by a 
signed writing cannot be otherwise modified, but except as 
between merchants such a requirement on a form supplied by 
the merchant must be signed by the other party. 





7 Italics ours. 
* €f. U.C.C. § 1-107 (Final Text Edition, November 1951). Waiver of claim 
without consideration. 
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Does this latter provision require a separate additional signing by 
a non-merchant? The remainder of the section refers to the Statute 
of Frauds and waiver. 
Section 2-210 permits, in the absence of a contrary agreement, 
the assignment of all rights of either the seller or buyer, and provides: 
A right to damages for breach of the whole contract or a right 


arising out of the assignor’s due performance of his entire obli- 
gation can be assigned despite agreement otherwise.® 


ARTICLE 2, Part 3. GENERAL OBLIGATION AND 
CONSTRUCTION OF CONTRACT 


Section 2-304(1) reads: 

The price can be made payable in money or otherwise. If it is 
payable in whole or in part in goods each party is a seller of 
the goods which he is to transfer. 

This is an improvement over Section 9(2) of the Uniform Sales Act, 
which states, ‘“The price may be made payable in any personal 
property.’’ Under the Code the price may be payable in services or 
in realty. There is no good reason why this should not be true. It 
would bring about a different result in cases like the New York case 
of Haag v. Klee.’° There the plaintiff rendered services as the price 
of a ham which proved to be injurious. The plaintiff sued for a 
breach of implied warranty of fitness for human consumption, and 
failed to allege negligence. The court granted defendant’s motion 
to dismiss since there was not a sale under the Uniform Sales Act. 
Where all or part of the price is payable in realty the transfer of the 
goods is subject to the Code under Section 2-304(2), but not the 
transfer of the realty. 

Section 2-305 permits a binding contract for sale “even though 
the price is not settled.’’ In such a case a ‘‘reasonable price’’ is pro- 
vided for under specified circumstances. This seems to set a different 
rule for contracts for the sale of goods from other contract law. 

Section 2-312 deals with warranty of title. It omits any warranty 
of quiet possession which is specifically provided for in Section 12(2) 
of the Uniform Sales Act. The Comment to Section 2-312 in the 
Spring 1950 Edition states, ‘“‘The warranty of quiet possession by 
the buyer is fully included in the warranty of good title.’’ This 
obviously is not true unless so stated in the Code. In view of the 
provision in Section 2-725(2) that “‘A breach of warranty occurs 
when tender of delivery is made,’’ this is a serious deficiency in the 


* Italics 
10 162 Mise. 250, 293 N.Y. Supp. 266 (Sup. Ct. 1936). 
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Code. Quiet possession may not be disturbed for some time after 
delivery, and Section 2-725(1) sets a short Statute of Limitations of 
four years and, by agreement, a still shorter one of “not less than 
one year.”’ This should be corrected before the Code is enacted into 
law. Section 2-313 deals with express warranties, and makes allow- 
ance for the seller’s ‘‘puffing’’ his wares. This is in accord with exist- 
ing law. 

Implied warranties of merchantability are enumerated in much 
greater detail than in the Uniform Sales Act. In the troublesome case 
of food, Section 2-314(1) provides: ‘“The serving for value of food 
or drink to be consumed either on the premises or elsewhere is a 
sale.”” This provision coupled with Section 2-318 on third party 
beneficiaries of warranties will change the law in many jurisdictions. 
Section 2-318 follows: 


A seller’s warranty whether express or implied extends to any 
natural person who is in the family or household of his buyer 
or who is a guest in his home if it is reasonable to expect that 
such person may use, consume or be affected by the goods and 
who is injured in person by breach of the warranty. A seller may 
not exclude or limit the operation of this section. 


The well-known Wisconsin case of Prinsen v. Russos"' denying re- 
covery in a food poisoning case would go by the boards under the 
Code. Those provisions have been severely criticized by some persons, 
but it seems to me they set a desirable social policy, replacing such 
technicalities as price, sale and privity of contract. 

Section 2-316 deals with disclaimer of warranties and sets forth 
language effecting a disclaimer. 

Sections 2-319 to 2-322 deal with the terms F.0.B., F.A.S., C.LF. 
and C. & F. They set forth in detail the obligations of the seller 
and buyer under such contracts. They well illustrate the contract 
theory of the Code. The fact that some of these provisions conflict 
with certain regulations promulgated by the United States Depart- 
ment of Agriculture has already been pointed out by Professor 
Williston.” 

Section 2-323 deals with rights and duties where goods have 
been shipped under a bill of lading in parts, such as are frequently 
used in overseas shipments. It gives a right to the buyer to require 
indemnity from the seller where but a single part of the bill of lading 
is tendered. ‘‘No arrival, no sale’’ is simply set forth in Section 2-324. 

Section 2-326 defines ‘‘Sale on Approval and Sale or Return.” 


11194 Wis. 142, 215 N.W. 905 (1927). 
#2 Williston, supra note 1, at 579-580. 
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It provides that where the buyer deals in goods of that kind, and 
receives goods shipped “on consignment’”’ or ‘‘on memorandum” 
or with other words reserving title to the seller, such reservation 
shall not be valid as against the buyer’s creditors: 


. .. unless the seller complies with any applicable law requiring 
a consignor’s interest or the like to be evidenced by a sign or 
establishes that the buyer is known to be primarily engaged 
in selling the goods of others or complies with the filing provi- 
sions of the Article on Secured Transactions (Article 9). 


At the present time Section 241.26 of the Wisconsin Statutes requires 
the recording of all consignment contracts where title is reserved 
in the consignor. In the absence of recording, the title of the consignor 
is invalid as against purchasers from and creditors of the consignee. 
This statute should not be repealed if the legislature adopts the 
Code." 

Section 2-327 provides that under a sale on approval, the return 
is at the seller’s risk and expense; and under a sale or return it is at 
the buyer’s risk and expense. 

Section 2-328 deals with “Sale by Auction.’’ Section 2-328(3) 
provides: 

In an auction without reserve the goods cannot be withdrawn 
nor a bid retracted." 


The provision that a bid cannot be retracted is contrary to Section 
21(2) of the Uniform Sales Act, and is contrary to general contract 
law that an offer may be withdrawn before it is accepted. The Code 
sets up a special rule for sales of goods at auction which is both 
undesirable and confusing. This should be changed. 


ARTICLE 2, Part 4. TiTLeE, CREDITORS 
AND Goop Faitu PURCHASERS 


The sections of the Code dealing with the passing of title represent 
the greatest departure from the common law and the Uniform Sales 
Act. Although most of the provisions of Section 2-401 on the passing 
of title are like those found in Section 19 of the Uniform Sales Act, 
the Code states them as rules of law whereas the Uniform Sales Act 
sets them forth as presumptions. Section 19 of the Uniform Sales 
Act is entitled ‘Rules for Ascertaining Intention” and then proceeds: 

18 However, Wis. Stat. § 241.26 (1951) would have to be amended, since the 
recording features tie in with Wis. Stat. c. 122 (1951), the Uniform Conditional 
Sales Act, which latter statute would be repealed upon the enactment of the 


e. 
44 Ttalics ours. 
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Unless a different intention appears, the following are rules 
for ascertaining the intention of the parties as to the time at 
which the property in the goods is to pass to the buyer. 


Thus the Sales Act proceeds upon what the parties intended and 

not upon stated consequences. The attempt of the Code to minimize 

title is going to cause no end of confusion. Too much of our law 

relates to rights and duties attaching to ownership. Any provisions 

which tend to obscure ownership will raise a multitude of questions— 

for example, in bankruptcy, liability to taxation and criminal law. 
Section 70 of the Bankruptcy Act begins: 

The trustee of the estate of a bankrupt and his successor or 
successors, if any, upon his or their appointment and qualifica- 
tion, shall in turn be vested by operation of law with the title 
of the bankrupt as of the date of the filing of the petition in 
bankruptcy... .5 


Section 2-401(4) states: 


A rejection or other refusal by the buyer to receive or retain 
the goods, whether or not justified, or a justified revocation of 
acceptance revests title to the goods in the seller. Such revesting 
occurs by operation of law and is not a “‘sale’’. 


This places a seller at a distance at a distinct disadvantage and does 
not seem to make sense. Where under present law title would have 
passed to the buyer, there seems no reason for allowing an unfair 
buyer to act in this manner. It cannot but complicate the rights of 
creditors of the parties, especially in case of insolvency. 

Section 2-402 on “Rights of Seller’s Creditors Against Sold Goods” 
contains a salutory provision to the effect that ‘‘retention of pos- 
session in good faith and current course of trade by a merchant- 
seller for a commercially reasonable time after a sale or identification 
is not fraudulent.”’ Why should not this extend to any seller? 

Section 2-401(1)(b) provides: 

. .. no agreement that a contract for a sale is a ‘‘cash sale”’ alters 

the effects of identification or impairs the rights of good faith 

purchasers from the buyer. 


Where a chattel has been delivered by a seller to a buyer who pays 
with a check which is dishonored upon presentment, many courts 
have used the analogy of a “‘cash sale’ in order to make the sale 
void rather than voidable, and thus protect the original seller as 
against a good faith purchaser from the fraudulent buyer. This 
section would change the rule of such cases or force them on to a 





% 11 U.S.C. § 110. Italics ours. 
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different ground. However, a good faith purchaser may not fall 
within the definition of a “buyer in ordinary course of business’’ 
as defined in Section 1-201(9) and so the confusion in the cases is not 
cleared up. This becomes apparent when reference is made to a 
provision in Section 2-403(1) that: “‘A person with voidable title has 
power to transfer a good title to a good faith purchaser for value.”’ No 
mention is made of a buyer in ordinary course of business. Also 
here one must. examine Section 2-511(3) to the effect that: “Payment 
by check is conditional and is defeated as between the parties* by 
dishonor of the check on due presentment.’’ This problem of the 
right to the chattel where the first buyer has paid with a bad check 
and then sold to a good faith second buyer who has paid value should 
be nailed down by the Code. At the present time some authorities 
protect the innocent second buyer, such as in Parr v. Helfrich,” 
whereas others hold for the original defrauded seller as in Clark v. 
Hamilton Diamond Co."* If there is any virtue in uniformity, here 
is a place for it to be exercised. The present cases are so divergent 
that results depend on luck of jurisdiction. A special section of the 
Code could well be devoted to stating the answer to this question 
arbitrarily and clearly.!® 

One of the most startling changes in present law effected by the 
Code is to be found in Sections 2-403(2) and (3). Section 2-403(2) 
reads: 

Any entrusting of possession of goods to a merchant who 


deals in goods of that kind gives him power to transfer all rights 
of the entruster to a buyer in ordinary course of business. 


Section 2-403(3) provides: 


“Entrusting’’ includes any delivery and any acquiescence in 
retention of possession regardless of any condition expressed 
between the parties to the delivery or acquiescence and re- 
gardless of whether the procurement of the entrusting or the 
possessor’s disposition of the goods have been such as to be 
larcenous under the criminal law. 


This is indeed a fatal blow to the old maxim, ‘“‘Let the buyer beware.” 
Here again arises confusion as to the difference between a good faith 
purchaser for value and a buyer in ordinary course of business. Also 
the definition of “‘merchant’’ is injected into the situation. 

Where does one take his watch to be repaired but to a jeweler who 

16 Ttalics ours. 

17 108 Neb. 801, 189 N.W. 281 (1922). 

18 209 Cal. 1, 284 Pac. 915 (1930). 


19 See Vold, Worthless Check Cash Sales, 1 Hast. L.J. 111 (1950); WiL.iston, 
Saves § 346a (Rev. ed. 1948). 
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also sells watches, probably new and those taken in on trade? Where 
is a housewife to get her vacuum cleaner repaired unless at a shop 
which also sells vacuum cleaners? This is certainly pushing the 
security of transactions to the extreme and beyond. Such a radical 
change in the public policy of the law is entirely uncalled for at this 
time. It shifts the risk of the honesty of the dealer-repairman from 
the prospective buyer to the owner of the chattel. Why? 


ARTICLE 2, Part 5. PERFORMANCE 


Section 2-501 ties up insurable interest with the identification of 
goods to the contract. The buyer’s insurable interest arises as soon 
as the goods are identified to the contract, as to both existing and 
future goods. 

Section 2-501(1)(c) relates to crops®® and the young of animals. 
Crops become identified when they are planted, or to be harvested 
within twelve months or the next normal harvest season whichever is 
longer. The young of animals become identified when the young are 
conceived if the contract is for the sale of unborn young to be born 
within twelve months after contracting. This is a very limited recog- 
nition of the doctrine of potential possession. 


Section 2-502 provides that: 


. .. & buyer who has paid a part or all of the price of goods in 
which he has an insurable interest may on making and keeping 
good a tender of any unpaid portion of their price recover them 
from the seller if the seller becomes insolvent within ten days 
after receipt of the first installment on their price. 


Since the buyer’s right to the goods depends on insurable interest 
rather than on title, this raises a question of whether the buyer will 
receive a voidable preference under Section 60(b) (11 U.S.C. § 96) 
of the Bankruptcy Act where the seller has become bankrupt. The 
Bankruptcy Act proceeds upon a title theory. 

Section 2-509(2) is bound to cause confusion. It relates to goods 
which are not to be shipped and which are not held by a bailee such 
as a warehouseman. The provision is: 

Where the case is not within subsection (1) and the goods 
are not held bv a bailee to be delivered without being moved 

(subsection (4) of Section 2-503), the risk of loss passes to the 


buyer on his receipt of the goods if the seller is a merchant; 
otherwise the risk passes to the buyer on tender of delivery. 





2° For the ra rule in Wisconsin as to crops, see Kohler Improvement Co. 
v. Preder, 21 


Wis. 641, 259 N.W. 833 (1935). 
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Section 2-503(1) on “‘Seller’s Tender of Delivery’’ provides: 


Tender of delivery requires that the seller put and hold con- 
forming goods at the buyer’s disposition and give the buyer 
any notification reasonably necessary to enable him to take 
delivery. 
This creates a different rule as to risk between merchants and other 
sellers. It will raise the question of when is a farmer to be considered a 
merchant. It creates a separation of title and risk of loss. As to 
merchants this is justified by the Comment to this section on the 
ground that most merchants keep their stock insured. But do farmers? 

Suppose S owns a specific stack of hay. He offers to sell it to B for 
$100. B accepts the offer. S does not extend credit to B, but allows 
B to have 30 days in which to pay, the hay to remain on S’s land 
free of charge during that time. Under present law S has retained 
an unpaid vendor’s lien, but B has both title and risk of loss.*! Now 
is S to be considered a merchant so that although B has the title 
under Section 2-401(3)(b) S still has the risk? Where S is not a 
merchant, S must make a tender of delivery by putting and holding 
the goods at B’s disposition, in order to pass the risk to B. On the 
above facts is S holding the hay at B’s disposition when B cannot 
remove the hay until he pays for it? Where now is the risk of loss? 
It is anybody’s guess and I suspect neither S nor B will gladly assume 
this risk without litigation. This absurd situation arises from the 
abandonment of the title theory and the substitution of a large 
number of consequences of the contract theory independent thereof. 
This is a simple everyday set of facts and any modern Code should 
provide a ready answer. I submit that the separation of ownership, 
either legal or beneficial, from risk of loss or damage might better 
be left to the agreement of the contracting parties, and in the absence 
of a contrary agreement, as it stands under present law. 

Section 2-510(3) states: 

Where the buyer as to conforming goods already identified to 
the contract for sale repudiates or is otherwise in breach before 
risk of their loss has passed to him, the seller may to the extent 
of any deficiency in his effective insurance coverage treat the 
risk of loss as resting on the buyer. 


This provision is made necessary because of the Code’s separation 
of title from risk of loss. Also because of Section 2-401(4), previously 
discussed, providing that a refusal by the buyer to receive the goods, 

* Tarling v. Baxter, 6 B. & C. 360, 108 Eng. Rep. 484 (K.B. 1827), familiar to 


most law students because it appears in many casebooks; Untrorm Sates Act 
§ 19, Rule 1. 
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whether or not justified, revests title in the seller by operation of 
law. Thus, separation of title from risk necessitates many special 
rules as to risk. 

Section 2-513 concerns the buyer’s right to inspection of the goods. 
Section 2-513(3) denies the right, before payment of the price, in 
“C.0.D.” shipments and in contracts calling for payment against the 
documents of title as in most ‘‘C.I.F.”’ cases. However, these rules 
are subject to modification by agreement of the parties. 

Section 2-514 provides: 

Unless otherwise agreed documents against which a draft is 
drawn are to be delivered to the drawee on acceptance of the 
draft if it is payable more than three days after presentment; 
otherwise, only on payment. 

This places demand and sight drafts in one category, and time drafts 
in another, and is a sound provision. Section 2-515 on “Preserving 
Evidence of Goods in Dispute” is another desirable provision. 


ArtTIcLE 2, Part 6. Breacu, REPUDIATION AND EXcusE 


Section 2-601 provides that if the goods or the tender of delivery 
fail in any respect to conform to the contract, the buyer may: 


(i) reject the whole; or 
(ii) accept the whole; or 
(iii) accept any commercial unit or units and reject the rest. 


Section 2-602(1) states: 

Rejection of goods must be within a reasonable time after 
their delivery or tender. It is ineffective unless the buyer season- 
ably notifies the seller. 


Section 2-603(1) contains a special provision as to a merchant 
buyer’s duties with respect to rejected perishable goods. It is to be 
noted that it is confined to merchant buyers. 


Subject to any security interest in the buyer (subsection (3) 
of Section 2-711), when the seller has no agent or place of busi- 
ness at the market of rejection a merchant buyer is under a duty 
after rejection of goods in his possession or control to follow 
any reasonable instructions received from the seller with respect 
to the goods and in the absence of such instructions to make 
reasonable efforts to sell them for the seller’s account if they are 
perishable or threaten to decline in value speedily. 


It further states that such action by the buyer shall not be the basis 
of an action for damages. 
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Section 2-605 in part provides: 


(1) The buyer’s failure to state in connection with rejection 
a particular defect which is ascertainable by reasonable inspection 
precludes him from relying on the unstated defect to justify re- 
jection or to establish breach 
(a) where the seller could have cured it if stated seasonably; or 


(b) between merchants when the seller has after rejection made a 
request in writing for a full and final written statement of all 
defects on which the buyer proposes to rely. 


It would seem that such a rule should apply to any buyer and should 
not be confined as ‘‘between merchants.’”’ Will it apply where only 
one party is a merchant? Probably not. 

Section 2-606 entitled ‘‘What Constitutes Acceptance of Goods” 
provides in Subsection (1)(c) that an acceptance occurs when the 
buyer ‘‘does any act inconsistent with the seller’s ownership; but if 
such act is wrongful as against the seller it is an acceptance only if 
ratified by him.” 

In the New York case of Neal, Clark & Neal Co. v. Tarby,* the 
plaintiff delivered a victrola to one Fertig on a sale on approval. 
The price was $150. Fertig then sold the victrola to the defendant 
for $75 and absconded. The plaintiff brought an action to recover 
possession. The court dismissed the complaint under Section 19, 
Rule 3(2)(a) of the Uniform Sales Act because Fertig had done “‘an 
act adopting the transaction,’ treating the victrola as his own when 
he sold it to the defendant. Now under the Code Section 2-606(1)(c) 
would Fertig’s act of sale be ‘‘wrongful as against the seller’’? If it is, 
then there would be no acceptance by Fertig until the plaintiff 
ratified, and no plaintiff would ratify under the facts of the New 
York case. Thus the Code introduces a new problem to be settled 
only by litigation. 

Section 2-610 on “‘Anticipatory Repudiation”’ provides: 

When either party repudiates the contract with respect to a 
performance the loss of which will substantially impair the value 
of the contract to the other, the aggrieved party may 
(a) resort to any remedy for breach (Sections 2-703 [Seller’s 
Remedies] and 2-711 [Buyer’s Remedies] ); or 
(b) await performance by the repudiating party... . 

This provision in paragraph (b) will allow the aggrieved party to 
increase damages unnecessarily. The sounder American decisions 
would not permit this result.” 


#299 Misc. 380, 163 N.Y. Supp. 675 (Sup. Ct. 1917). 
% See Wituiston, Contracts §§ 1353-1354 (Rev. ed. 1937). 
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Section 2-611 permits a “Retraction of Repudiation’’ under stated 
circumstances. 

Section 2-613, entitled ‘Casualty to Unique Goods,’’ provides 
that the contract is avoided in case of total loss where identified 
goods are irreplaceable or unique and suffer casualty without fault 
before the risk passes to the buyer. 

It is further provided: 
. . . if the loss is partial or the goods have so deteriorated as no 
longer to conform to the contract the buyer may nevertheless 
demand inspection and at his option either treat the contract 
as avoided or accept the goods with due allowance from the 
contract price for the deterioration or deficiency in quantity 
but without further right against the seller. 


This rule should apply to all identified goods whether or not unique, 
as does present law. There is no reason for the restriction in the 
Code. ; 

Section 2-614 provides for substituted performance where agreed 
shipping facilities become unavailable. Where a commercially reason- 
able substitute is available, ‘‘such substitute performance must be 
tendered and accepted.” There is a similar provision as to manner 
of payment. 

Section 2-615 is an involved and wordy provision on excuses for 
non-delivery or delay in delivery because of the occurrence of a 
contingency whose non-occurrence was a basic assumption on which 
the contract was made. It provides for notification of the buyer by 
the seller, and permits the seller to place his customers on a quota 


basis. 
ARTICLE 2, Part 7. REMEDIES 


Section 2-702(1)(b) gives to one who has sold goods on credit an 
unusual remedy—one which will cause much difficulty in the event 
of the bankruptcy of the buyer. The section states that where the 
seller discovers the buyer to be insolvent, the seller may: 

. . . Subject to the rights of a buyer in ordinary course or other 
good faith purchaser under this Article (Section 2-403), and 
within ten days after receipt, reclaim any goods received by the 
buyer on credit, but if misrepresentation of solvency has been 
made to the particular seller in writing within three months 
before delivery the ten day limitation does not apply. 


This admittedly gives the seller preferential treatment over the 
buyer’s other creditors. In the event the buyer becomes bankrupt, 
will it not give the seller a voidable preference under Section 60(b) 
(11 U.S.C. § 96) of the Bankruptcy Act? Under the Code this unusual 
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remedy is allowed the seller even though both title and risk of loss 
have passed to the buyer. 

Section 2-704 states: 

An aggrieved seller under the preceding section may identify 
to the contract conforming goods not already identified at the 
time he learned of the breach if they are in his possession or 
control. If the goods were then in process of procurement or 
manufacture he may complete the process and identify them to 
the contract unless in reasonable commercial judgment the 
completion will materially increase the damages. 

Where the buyer has notified the seller that the buyer will breach 
the contract, there seems to be no good reason for permitting the 
seller to identify goods and complete the sale. Under some circum- 
stances it will allow the seller to increase damages instead of mitigat- 
ing them. 

Section 2-705 states the law as to the seller’s ‘‘Stoppage in Transit 
or Otherwise,’’ much as it exists under present law. The right is 
denied where there is an outstanding negotiable document of title 
unless the document is surrendered. 

Section 2-708 states the seller’s measure of damages for non- 
acceptance. In addition to the usual difference between the current 
price and the contract price, it provides for incidental damages 
(Section 2-710) and provides: 

... except that if the foregoing measure of damages is inadequate 

to put the seller in as good a position as performance would 

have done then the measure of damages is the profit (including 
reasonable overhead) which the seller would have made from full 
performance by the buyer. 
This latter measure of damages has been applied by the Wisconsin 
Supreme Court in the case of Popp v. Yuenger,** where the buyer 
breached a contract to purchase a new automobile from a dealer. 

Section 2-709 deals with the seller’s action for the price. The 
section states in what instances the seller may recover the price— 
“When the buyer fails to pay the price as it becomes due. . . .”” When 
the price becomes due is an important fact and this section makes 
no mention of it. There should be inserted here a cross-reference to 
Section 2-310 which contains the following provision: 


Unless otherwise agreed 
(a) payment is due at the time and place at which the buyer is 
to receive the goods even though the place of shipment is the 
place of delivery. 


% 229 Wis. 189, 282 N.W. 55 (1938) commented on in 1940 Wis. L. Rav. 95. 
Also see Stewart v. Hansen, 62 Utah 281, 218 Pac. 959 (1923). 
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Section 2-711 gives the ““Buyer’s Remedies in General.’’ It intro- 
duces a new technical term, ‘‘cover,’”’ to the law, which term is ex- 
plained in Section 2-712. Section 2-711(3) gives the aggrieved buyer 
a security interest in goods in his possession or control together 
with a power of resale in like manner as an aggrieved seller under 
Section 2-706. In part, Section 2-711(3) states: 


On rightful rejection or justifiable revocation of acceptance a 
buyer who has paid all or part of the price has a security interest 
in goods in his possession or control for the amount paid plus 
any expenses reasonably incurred. . . . 


In relation to the term, ‘“‘cover,’’ Section 2-712(1) states: 


After a breach within the preceding section the buyer may 
“‘cover’’ by making in good faith and without unreasonable de- 
lay any reasonable purchase of or contract to purchase goods 
in substitution for those due from the seller. 


To state it mildly, this is an overworking of the weasel words “‘rea- 
sonable” and “unreasonable’’ and will result in diverse decisions on 
similar sets of facts. 

Section 2-713 entitled “Buyer’s Damages for Non-Delivery”’ con- 
tains the following in Subsection (2): 

Current price is to be determined as of the place for tender 
or, in cases of rejection after arrival or revocation of acceptance, 
as of the place of arrival.” 


Section 2-715, ““Buyer’s Incidental and Consequential Damages,” 
contains what seems to be a socially desirable provision although it 
will probably give rise to many disputes as to its application to 
varying fact situations. Consequential damages include in Section 
2-715(2)(b), “‘. . . injury to person or property proximately resulting 
from any breach of warranty.’’ 

Section 2-716 on the ‘“‘Buyer’s Right to Specific Performance’’ is 
much the same as Section 68 of the Uniform Sales Act, which latter 
provision has been largely ignored by the courts except in cases of 
goods of unique character or of sentimental value. Section 2-716(1) 
provides: 


Specific performance may be decreed where the goods are 
unique or in other proper circumstances. 


Will not ‘other proper circumstances’’ become forgotten words?” 


% See Scaramelli & Co. v. Courteen Seed Co., 194 Wis. 520, 217 N.W. 298 
(1928) and Standard Casing Co. v. California Casing Co., 233 N.Y. 413, 135 
N.E. 834 (1922), where opposite results were reached. 

% See Welch v. Chippewa Sales Co., 252 Wis. 166, 31 N.W.2d 170 (1948). 
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Section 2-717 is a novel provision, granting to the buyer a right 
of self-help. Where the buyer’s claim is unliquidated, he will have 
to act at his peril in making the allowed deductions from the price. 
Under present law such a claim must be determined by a court. 
The section reads: 

The buyer on notifying the seller of his intention so to do may 
deduct all or any part of damages resulting from any breach 
from any part of the price still due. 


At this point two sections numbered 2-718 and 2-719 in the Spring 
1950 Edition of the Code have been deleted from the Final Text 
Edition. These deleted sections dealt with interpleader of the original 
seller in certain cases, and allowed a person, injured by a breach of 
warranty, a direct action against the original seller. These provisions 
drew so much adverse criticism?’ that they are now dropped. 

Section 2-718 treats of liquidated damages, and states: “A term 
fixing unreasonably large liquidated damages is void as a penalty.” 
On breach by the buyer it provides for resale by the seller of goods 
received by him as payment or ‘‘down’’ payment. 

Section 2-719 permits contractual modification of the remedies 
provided in the Code. However, in relation to the limitation of con- 
sequential damages, Section 2-719(3) provides: 

Limitation of consequential damages for injury to the person 
in the case of consumer goods is prima facie unconscionable but 
limitation of damages where the loss is commercial is not. 


The ‘Remedies for Fraud’’ in Section 2-721 should not be over- 
looked. The provision is: 

Remedies for material misrepresentation or fraud include all 
remedies available under this Article for nonfraudulent breach 
and neither rescission of the contract for sale nor rejection or 
return of the goods bars the other remedies. 


Section 2-722, entitled ‘‘Who Can Sue Third Parties for Injury to 
Goods,” is a real party in interest statute deluxe. After the goods 
have been identified to the contract and after the risk of loss has 
passed, but before acceptance by the buyer, both parties are given a 
cause of action against the wrongdoing third party. Any party “who 
has either title to or a security interest or an insurable interest in 
the goods,’ and “the party who either bore the risk of loss under 
the contract for sale or has since the injury assumed that risk . . .” 
have a remedy. If the party plaintiff to such an action did not bear 
the risk of loss, “his suit or settlement is, subject to his own interest, 





27 For example, see Williston, supra note 1, at 587. 
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as a fiduciary for the other party to the contract.’’ Subsection (d) 
states that “either party may with the consent of the other sue for 
the benefit of whom it may concern.”’ 

Section 2-723 deals with “Proof of Market Price,’ and gives 
courts latitude in selecting a market where there are no immediate 
market quotations available. This is in accord with present Wiscon- 
sin case law.** Section 2-724 provides for the admissibility in evidence 
of market quotations published “in official publications or trade 
journals or in newspapers or periodicals of general circulation.’’ This 
goes to the admissibility of the evidence, but not its weight. 

Section 2-725, “Statute of Limitations in Contracts for Sale,’’ is 
the last section in Article 2 of the Code. This section has been dis- 
cussed and sharply criticized previously in this article under Section 
2-312 on “‘Warranty of Title.’’ Section 2-725(1) provides: 

An action for breach of any contract for sale must be com- 
menced within four. years after the cause of action has accrued. 
By the original agreement the parties may reduce the period of 
limitation to not less than one year, but may not extend it. 


Section 2-725(2) states: 


A cause of action accrues when the breach occurs, regardless 
of the aggrieved party’s lack of knowledge of the breach. 


There are no such provisions in the Uniform Sales Act as in Section 
2-725. The Comment to this section states that it takes sales con- 
tracts out of the general laws relating to contractual actions. It 
certainly does. It will have the virtue of uniformity if the Code is 
widely adopted, but has it any other virtues? The time limit seems 
too short. This is justified by the Comment which states, ‘This is 
within the normal commercial record keeping period’’ and is the 
period ‘‘most appropriate to modern business practice.’ I am still 
skeptical. As previously stated, the provision on breach of warranty 
is especially defective. 
CONCLUSION 

A conclusion comes from an urge most writers are unable to 
resist. It is apt to be lame and impotent. It is not possible to sum- 
marize the provisions and criticisms of a statute as long as Article 2 
of the Code. The Article follows neither the pattern nor the termi- 
nology of the Uniform Sales Act. It is much too long and involved. 
Much of this overwhelming detail comes as a consequence of aban- 
doning the title theory. Title, security title and beneficial interest are 
vital components of the present law of Sales. They are hard to trace 





38 Scaramelli & Co. v. Courteen Seed Co., 194 Wis. 520, 217 N.W. 298 (1928). 
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in the Code. The Code is made up of the Uniform Sales Act, case 
law, business practice and invention. It contains, in too many sec- 
tions, such weasel words as “‘reasonable,’’ “‘unreasonable,’’ ‘‘com- 
mercially reasonable,’ ‘commercially feasible’? and ‘‘unconscion- 
able.’”” We may lose much of uniformity under the application of 
such words to similar fact situations. The Code sets up too many 
special rules of law applicable to contracts for the sale of goods and 
differing radically from rules relating to other types of contracts. 
This will give rise to confusion for some time. One cannot but wonder 
whether it would not have been better to have amended the Uniform 
Sales Act without being quite so extreme. Sections could have been 
added where the Act was silent, and where there exist conflicting 
decisions under the same section, a definite and arbitrary rule could 
have been stated—as in the dishonored check cases where the fraud- 
ulent buyer has sold the goods to a third party. The distinction 
between a buyer in ordinary course of business and a bona fide 
purchaser for value may well plague us for some time. I hope that 
the Code will be a boon to business men and the commercial world, 
as it will no doubt be to lawyers. There is a “‘trifle lack of simplicity” 
of expression. 








Article 3—Logic, Experience and 
Negotiable Paper 


ARTHUR E. SUTHERLAND* 


The drafting of the Uniform Negotiable Instruments Law was a 
short and uncomplicated business. The ‘Conference of Commissions 
for the Promotion of Uniformity of Legislation in the United States’’ 
at its annual meeting, in August 1895 resolved: 


That the Committee on Commercial Law be requested to pro- 
cure as soon as practicable a draft of a bill relating to commercial 
paper, based on the English statute on that subject, and on such 
other sources of information as may be deemed proper to consult, 
and cause said draft and statute to be printed and sent by mail 
with a copy of this resolution to every commissioner on uniform 
law in office. .. . 


The Committee was authorized to spend not over two thousand 
dollars in the preparation, printing and mailing of the draft.' It 
retained Mr. John Jay Crawford of the New York Bar as draftsman, 
for a modest thousand dollars.? A year later in August 1896 the 
completed Act was approved at the sixth annual conference,’ after 
Mr. Crawford, having been invited “‘to make such explanation as 
might be suggested by the commissioners . . . kindly consented, and 
gave full elucidations on all the questions brought up in the considera- 
tion of the proposed negotiable instrument law.”” When the Con- 
ference met the following year, it learned from the report of the 
Committee on Commercial Law that the new Act had already be- 
come law in Connecticut, New York, Colorado, and Florida.‘ 

Writing in 1902, Charles L. McKeehan pointed out that fair 





* A.B. 1922, Wesleyan University; LL.B. 1925, Harvard University. Member 
of the firm of Sutherland & Sutherland, Rochester, New York, until 1941. Pro- 
fessor of Law, Harvard, since 1950. Member of American Law Institute and 
Commissioner on Uniform State Laws of New York, 1948-50. 

Note: It would be less than gracious to omit mention here of the intelligent 
and enthusiastic help, given in the preparation of this paper, by Mr. Robert 
Carswell, of Brooklyn, New York, and of the class of 1952 at the Harvard Law 
School. He has my most sincere thanks. A.E.S. 

1 Report of the Fifth Annual Conference of Commissioners, p. 14. 

? Report of the Sixth Annual Conference of Commissioners, p. 7. 

3 Report of the Sixth Annual Conference of Commissioners, p. 8. One feels a 
twinge of regret for the splendor of a vanished yesterday on noticing that the 
meeting was held in Saratoga, at the Grand Union Hotel. Discussion of the NIL 
is said to have lasted three days. BRANNON, NEGOTIABLE INSTRUMENTS Law 79 
(7th ed., Beutel, 1948). 

‘ Report of the Seventh Annual Conference of Commissioners, p. 4. 
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judgment of the new statute could only be given by one who realized 
that the Commissioners ‘vere seeking to codify and not to reform the 
law. Where there was a conflict of views, one or the other had to be 
selected, and “. . . very rarely and only when there seemed to be no 
room for a difference of opinion, the law was deliberately changed.” 
Reviewing the expert abilities of those who had had a hand in the 
preparation of the new statute, McKeehan still deplored the lack 
of adequate criticism before its recommendation for adoption. Dean 
Ames of the Harvard Law School, author of a standard casebook 
containing a summary of the law of bills and notes, saw the new 
statute only after its adoption in four states.* His renowned counter- 
battery with Judge Brewster of Connecticut, President of the Na- 
tional Conference on Uniform Laws,’ came too late to accomplish 
any uniform modification. The errors, said McKeehan, which crept in 
to the law, 
might have been avoided had the act, prior to its final revision, 
been subjected for several years to the most searching criticism 
obtained by giving to it the widest publicity and by soliciting the 
active co-operation of the considerable number of men whose 
thorough knowledge of the law of negotiable paper, whether 
from the standpoint of the banker, the practitioner or the 
student, had fitted them to render valuable assistance in the 
preparation of a code on that subject. The two or three additional 
years consumed by pursuing this method would have yielded 
an ample return, and those who would object to the labor, ex- 
pense and time required by this method little understand the 
gravity and difficulty of the task of stating the law in a series of 
authoritative, abstract propositions. Many will regard the short- 
comings of the Negotiable Instruments Law as not very serious 
but all may well remember that these shortcomings (such as they 
are) can probably be ascribed to the lack of adequate criticism. *® 


No such charge can be levelled at the preparation of Article 3 of 
the Commercial Code. Since 1946 the members of the American 
Law Institute and all Commissioners on Uniform Laws have had 
an opportunity to participate in its drafting. Teachers have sub- 
jected successive drafts to the crossfire of classroom discussion. The 
criticisms of businessmen whose opinions were useful were actively 





5 McKeehan, The Negotiable Instruments Law, A Review of the Ames-Brewster 
Controversy, 41 Am. L. Rec. (Nn.s.) 437, 441 (1902). 

6 Ames, The Negotiable Instruments Law, 14 eT L. Rev. 241, 242 (1900). 

7 McKeehan, The Negotiable Instruments Law, A Review of the Ames-Brewster 
Controversy, 41 Am. L. Rea. (N.s.) 437, 499, 561 (1902). 

8 Td. at 591. 
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sought. Periodical publications have combed over its sections.* Where 
the early writing on the Negotiable Instruments Law stressed sim- 
ilarity to the English act, conformity to decisional law, and the 





* See the following useful publications: 

Beutel, Comparison of the Proposed Commercial Code, Article 3, and the Negoti- 
able Instrumenis Law, 30 Nes. L. Rev. 531 (1951). 

Beutel, The Proposed Uniform Commercial Code as a Problem in Codification, 
16 Law & Contemp. Props. 141 (1951). 

Beutel, The Proposed Uniform (?) Commercial Code Should not be Adopted, 
61 Yaue L. J. 334 (1952). 

Brome, Bank Deposits and Collections, 16 Law & Contemp. Pros. 308 (1951). 

Cosway, Innovations in Articles 3 and 4 of the Uniform Commercial Code, 16 
Law & Contemp. Pros. 281 (1951). 

Dunham, The New Commercial Code, 55 Com. L. J. 197-201 (1950). 

ey, On the Difficulties of Codifying Commercial Law, 57 Yaue L. J. 1341- 
1 1948). 

Gilmore, The Uniform Commercial Code: A Reply to Professor Beutel, 61 Yate 
L. J. 364 (1952). 

Goodrich, A Uniform Commercial Code, 34 It. Bar J. 239-244, 282-283 (1946). 

Iniernizzi, Negotsable Instrumenis, 54 Maryland State Bar Association, Trans- 
actions 224-239 (1948). 

Ireton, The Proposed Commercial Code: A New Deal in Chattel Security, 43 
Inu. L. Rev. 794-818 (1949). 

Kripke, Chattel Paper as a Negotiable Specialty Under the Uniform Commercial 

ode, 59 Yaz L. J. 1209-1227 (1950). 

Leary, Deferred Posting and Delayed Returns—The Current Check Collection 
Problem, 62 Harv. L. Rev. 905-956 (1949). 

Leary, Some Clarifications in the Law of Commercial Paper under the Proposed 
Uniform Commercial Code, 97 U. or Pa. L. Rev. 354 (1949). 

and Husted, An Approach to Drafting an International Commercial 
“ow a Modus Operandi under Present Laws, 49 Cox. L. Rev. 1070-1099 

Llewellyn, Problems of Codifying Security Law, 13 Law & Contemp. Pros. 
687-702 (1948). 

Palmer, Negotiable Instruments under the Uniform Commercial Code, 48 Micu. 
L. Rev. 255 (1950). 

The Proposed Uniform Commercial Code. A S ium. Herbert F. Goodrich, 
Albert J. Harno, Soia Mentschikoff, Karl N. Llewellyn, John W. Kearns, 
Richard W. Kiefer. 5 Business Lawyer 156-179 (1949). 

Richter, The Uniform Commercial Code—A Preview, 24 J. Catir. Bar 414-423 
(November-December 1949). 

neneaoy. Uniformity of Laws: An Elusive Goal, 36 A.B.A.J. 175-178, 258-259 

Sherman, Uniform Commercial Code; Drawee’s Wrongful Detention of a Check, 
22 Pa. B.Q. 317-322 (April, 1951). 

Steffen, Instruments ‘‘payable at’ a Bank, 18 U. or Cut. L. Rev. 55-76 (1950). 

Taylor, Indorsements for Collection: Under the Negotiable Instruments Law and 
the Uniform Commercial Code, 1950 Wasu. U. L. Q. Rev. 55-82 (1950). 

Tisdale, Uniform Commercial Code—Commercial Paper, Part I, 26 N. D. Bar 
Briers 252-272 (July, 1950). 

Witherspoon, Why a New Commercial Code? 54 Com. L.J. 291-295 (1949). 

Notes and Comments, Automatic Discharge of Negotiable Instruments in the 

Proposed Commercial Code, 44 Inu. L. Rev. 88 (1949); Bank Credit as Value: 
The Commercial Code Article III, 57 Yate L. J. 1419 (1948); Codification of 
the Rule in Price v. Neal, 43 Inu. L. Rev. 823 pp, Comemvetions in 7% 
able Instruments: The Commercial Code Article III, ton 601, 57 Yauz L. J. 


1408 (1948); Deferred Posting under the Proposed Commercial Code, 59 YAuE L. J. 
961 (1950); The Fictitious Payee and the UCC—the Demise of a Ghost, 18 U. 
or Cui. L. Rev. 281 (1951); Liabit ] J 

ments under Proposed Commercial Code, 98 U. or Pa. L. Rev. 213 (1949); Ne- 
gotiability of Conditional Sales Contracts: The Consumer and Article III of the 


ities of Transferor of Non-Negotiable Instru- 
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“Jogic’’ or lack of it in the rules adopted, today’s commentary in- 
dicates a full realization of changes in commercial practices, of the 
significance of minor statutory amendments in various states, and 
of the truth of Holmes’ saying that not logic but experience has 
been the life of the law.’° Quite evidently the draftsmen were alert 
to the fact that the experience recorded in appellate court decisions 
alone is apt to be misleading, unless checked by observation of day- 
to-day customs of trade and popular needs. 

On the whole, Article 3 seems less drastic a revision than some of 
the other articles. It contains no innovation that compares with the 
packaging of various forms of chattel security and financing of 
accounts in Article 9 on Secured Transactions. The legal theories 
underlying the law of bills and notes have had no such shaking-up as 
the law of sales underwent by the disestablishment of “title” in 
Article 2. The two principal features of the negotiable instrument 
are its freedom from the defenses and equities of prior parties when 
in the hands of an innocent purchaser for value; and the formalized 
character of the diligence required of the creditor as a condition of 
holding the surety. The changes in the latter proposed by Article 3 
are slight. As to the former, the position of a bona fide purchaser is 
impaired to a small extent in the case of negotiable instruments ac- 
companying consumer “‘chattel paper,’’” but strengthened in the case 
of negotiable instruments accompanying other chattel paper, and of 
corporate bonds.’* But despite these and lesser amendments, the 
Commercial Paper article is in general a renovated version of the 
statute drawn in 1896, and to make it so was not an unreasonable 
decision,’ for if a principal object of commercial law is to make law- 
suits unnecessary, the older act has served its purpose well. 

The credit may or may not belong to the NIL, but litigation over 
negotiable paper seems to have declined surprisingly since 1896. The 
American Digest covering the years 1658-1896 devotes almost! two 
per cent of the pages in its fifty volumes to matter digested under 
the heading “Bills and Notes.” In the same Digest for the period 





Commercial Code, 57 Yate L. J. 1414 (1948); The Proposed Uniform Commercial 
Code: Bank Deposits and Collections, 50 Cot. L. Rev. 802-826 (1950); Report on 
the Uniform Commercial Code, 60 Va. B. A. Ann. Rep. (1949). 

10 Hotmes, THE Common Law 1 (1881). 

1 U.C.C. § 9-206(1). All citations to the Untrorm CommERrciAL Cope are to 
the Final Text Edition (November 1951) unless otherwise indicated. 

2 U.C.C. §§ 9-206(2), 8-102, 8-202, 8-301. 

13 In justice to a distinguished authority, one should point out that Professor 
Beutel feels that the new Article 3 is at fault in failure to accomplish a more 
thorough renovation of theory. See Beutel, Comparison of the Pr Com- 
1080). Code, Article 8, and the Negotiable Instruments Law, 30 Nes. L. Rev. 531 
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1897-1906 ‘Bills and Notes’’ occupy only about half as much pro- 
portionate space. Between 1907 and 1936 the percentage stayed 
reasonably constant—around .9 per cent of the material. In the 
volumes covering the decade ending in 1946, material digested as 
‘Bills and Notes’’ drops to less than .35 per cent of the space. Since 
1946 the figure has stayed near .2 per cent, a tenth of what it was 
during the period of the first Digest. Furthermore, despite the 
doubling of the population of the United States since about 1900 
and the immense increase of business that has accompanied it, the 
total number of pages (as distinguished from the percentage of 
space) in the successive volumes of the American Digest System de- 
voted to negotiable instrument cases appears to be declining. 

Digest space as an index to total litigation is, of course, subject to 
many possible criticisms. It does not reflect the business in the trial 
courts, unless a constant ratio of appeals to trials be assumed. 
Opinions in one field of law may be digested at greater length than 
in other fields. Methods of digesting may have changed since 1896." 
But in the absence of convincing indications of errors so caused, the 
Digests seem to show a significant diminution in litigation concern- 
ing bills and notes during the period since the Negotiable Instru- 
ments Law was first adopted. 

This concomitance does not necessarily indicate cause and effect. 
Probably many factors have tended to reduce the number of bills 
and notes cases. The rise of the check as the negotiable instrument 
most commonly used may well have helped. The layman understands 
the use of the check; it is written on a printed form and handled by 
bankers, trained in correct procedures. It may be that the surprising 
drop since 1936 is in some way associated with the establishment of 
Federal Deposit Insurance, which has, during the years since 1933, 
almost entirely eliminated bank closings and the litigation that 
accompanied them. 

Probably changes in merchandising customs have also tended to a 
reduction. Sales are coming to be planned and financed by great 
national business organizations, advised by skillful counsel, who pre- 
pare printed forms in nation-wide use, handled systematically by 
trained personnel. Casual improvisations at the crossroad stores of 
1896 may have brought on more lawsuits than the efficient arrange- 
ments of a half-century later. At any rate, whatever the part played 
by these influences, the courts are less occupied with cases concern- 





4 The West Publishing Company, courteously answering an inquiry on this 
subject, tells me that there has been no change in classification that would 
account for the drop in digested space under “Bills and Notes.” 
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ing negotiable paper than they used to be. The Negotiable Instru- 
ments Law has not cluttered the calendars. 

Article 3 makes many changes, though none that is revolutionary. 
Are they well made? Should they have been more radical to fit today’s 
needs? To discuss them all in detail would be tedious and would 
require much space:* the Commercial Paper matter with commen- 
tary occupies 164 pages of the Spring 1950 Draft of the Code. But 
at least there is room here for consideration of some of the more 
significant changes. 


NEGOTIABLE PAPER AND Easy PAYMENT BuyING 


The “hire-purchase-plan’”’ plays no part in the miseries of Dickens’ 
poor, or the strategems of his pretentious. One would expect today’s 
Micawbers to be plagued by the retaking of their mangle; and 
modern Lammles to finance their spurious showiness with periodical 
payments.'* In the United States by the 1840’s the conditional sale 
was in use for the purchase of livestock,!”? and by the 1870’s the 
device had become common in the sale of pianos, melodeons, sewing 
machines, and similar desirable extravagances. Sixty-four pages of 
the 1658-1896 American Digest are devoted to cases concerning 
conditional sales—most of them occurring in the last twenty years 
before the Negotiable Instruments Law was drafted. Mr. Crawford, 
when he prepared the statute, evidently had in mind the existing 
difference of authority concerning the effect of a disclosure, in an 
otherwise negotiable note, that it represented the price of condition- 
ally sold goods.1* It was not remarkable that many courts held 
such a note conditional on its face; the irritating but widespread 
view that a seller forfeited his claim to any personal obligation of the 
buyer if he retook the goods quite naturally led to holdings that 
the note would be payable only if the seller forebore recapture. 
The learned draftsman apparently thought that he had settled this 
difference by providing in Section 3(2) that negotiability was not 
impaired by “a statement of the transaction which gives rise to the 
instrument.’’ His commentary of 1897 so indicates. He probably 
could not foresee the effect of nation-wide sales organizations, 
closely connected with great finance companies, nor envisage their 





6 See the appendix for a summary tabulation of significant changes and clari- 
fications, infra p. 252. 
_.16 Mr. and Mrs. Alfred Lammle come to grief in “Our Mutual Friend.” To 
identify Micawber in a footnote would insult the memory not only of Charles 
Dickens but also of W. C. Fields. 

17 See Bryant v. Crosby, 36 Me. 562 (1853). 

18 CRAWFORD, NEGOTIABLE INSTRUMENTS Law 13 (Ist ed. 1897). 
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high-pressure business fired with a forced draft of advertisements 
promising that youth, abiding romance, distinction, contentment, 
the envy of neighbors, and the proud affection of children are to be 
had merely by signing some printed papers and making the nominal 
down payment. 

With so much promised some disappointment is inevitable. All 
that glitters does not satisfy. The saddened buyer, resisting payment 
of his note, often found it in the hands of a financer asserting freedom 
from defenses. Judges, naturally enough, cast about for ways to 
protect the debtor. Sometimes, they managed to accomplish it by 
disregarding Crawford’s language and stubbornly holding that 
notice, to the purchaser of a note that it represented the unpaid 
portion of the sale price and was accompanied by a reservation of 
title was sufficient to destroy negotiability and let in defenses of 
failure of consideration or breach of warranty.’® Sometimes they 
strained to find actual participation in the sale by the alleged holder 
in due course of the note, stressing the fact that the finance company 
furnished the printed forms for the buyer to sign.?° Sometimes in- 
vestigation showed that the “finance company’”’ was a corporate 
alter ego of the seller, staffed by the same people, merely a preten- 
tious name for the seller’s back-office." 

Whatever the rationale, the reason for judicial indulgence was the 
same. No real policy made protection of the financer necessary. He 
could handle his affairs well, and spread the risk of occasional cus- 
tomer dissatisfaction over a great number of transactions. Certainly 
he was in no worse fix than the thriving financers who lent huge sums 
on the assignment of ordinary accounts receivable, open to every de- 
fense of the account debtor. Should he have all this and negotiability 
too? Compared to his enviable position, the position of the buyer 
was unfortunate. He was generally neither able nor willing to pay the 
financer in full and then try out his grievances in a suit against the 
seller. It was cheaper and more satisfactory for him to defend a 
claim for the price. State legislatures began to recognize these policy 
considerations and to provide by statute that instruments, even 
though negotiable in form, should, in certain cases, be subject to 





19 First & Lumbermen’s Bank v. Buchholz, 220 Minn. 97, 18 N.W.2d 771 
(1945). See note 28 infra, for the Commercial Code’s recognition of this tendency, 
and an express effort te preserve negotiability despite it. 

2° Commercial Credit Corp. v. Orange County Machine Works, 34 Cal.2d 766, 
214 P.2d 819 (1950). 

*1 Marsol Credit Co. v. West Coast Grocery Co., 191 Wash. 134, 70 P.2d 
1046 (1937). 
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defenses if given for the price of goods which stand security for pay- 
ment.”* 

This was the state of the law when the draftsmen of the Commer- 
cial Code were attempting to re-do Crawford’s work on NIL Section 
3(2). They started with the persisting theory that a contract, to be 
negotiable, must be a “courier without luggage’’* (that picturesque 
but not very meaningful phrase), and so provided in the Spring 
1950 Draft of Section 3-104(3) that: 

A writing which purports to create or reserve security rights 

does not fall within this Article, even though it also contains 

a promise to pay money. 

This was struck out in the Spring 1951 Draft. In discussion before the 
Commission, the subject was said to be adequately covered else- 
where. In Section 3-105, by adding a series of detailed provisions 
concerning what will and will not render an instrument non-negotiable, 
the draftsmen have attempted to clear up the uncertainties surround- 
ing NIL Section 3(2), and to choose the rules which will promote 
negotiability where there has been conflict in the decisions. Ref- 
erences to a separate agreement, or a statement that the note is 
secured by conditional sales agreement or chattel mortgage, will not 
destroy negotiability; nor will any other implied or constructive 
condition. 

At this point there becomes apparent the difficulty of legislating 
for negotiable paper as though it presented problems separate from 
those of the transaction of which it forms a part. Special provision 
has been made, outside the Commercial Paper article, to cover notes 
given as part of secured-credit sales of chattels. Article 9, Secured 
Transactions, contains such additional matter concerning negotiable 
instruments. Article 3, Commercial Paper, is expressly made subject 
to Article 9 by Section 3-103(2). Section 9-206(1) and (2) introduce 

* See Mp. Ann. Cope Gen. Laws art. 83, § 134 (Cum. Supp. 1947); Inu. Rev. 
Strat. c. 95, § 26 (1951); Pa. Stat. ANN. tit. 69, § 614(c) (1949). In this con- 
nection see U.C.C. § 9-201. 

23 U.C.C. § 3-104 Comment 3 (Spring 1950 Draft). The language of the law of 
commercial paper is wistfully reminiscent of 1800. No one, unhappily, now 
travels preceded by a courier who, living in his saddlebags, keeps one stage ahead 
of the “milord anglais” and his carriage. “Luggage’’ is an obsolescent word, 
affected only by makers of expensive leatherware. The student reads that when 
a bill of exchange has been protested and is not overdue, one not a party ma 
“intervene and accept the bill supra protest for the honor of any party liable 
thereon, .. .’’ N.I.L. Section 161. “Bill” is a dying term; the draftsman of today 
does not put latin tags in statutes; and not once since 1896 do reported cases 
indicate that the threatened honor of a drawee was the cause of helpful inter- 
vention by anybody! The Commercial Code has decently buried in silence and 
oblivion the subject of acceptance for honor. See U.C.C. § 3-410, Comment 


(Spring 1950). 
*4 Sections beginning with the digit 9, are, of course in Article 9. 
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a novel modification of negotiability which depends for its application 
on the primary use or purpose for which goods are purchased. If 
goods are “used or bought for use primarily for personal, family or 
household purposes,”’ they are ‘consumer goods.’’* In the Spring 
1950 Draft, in Section 9-209, after providing that in cases involving 
other than consumer goods the buyer-debtor who agrees that he 
will not assert claims or defenses against an assignee of the chattel 
paper is bound by this agreement, the Code states: 


(3) In the case of a seller’s purchase money security interest in 
consumer goods an agreement not to assert claims and defenses 
arising out of the sales contract against an assignee is not effective 
and a note given as a part of such a transaction is subject to such 
claims or defenses even though in the hands of a holder in due 
course. 


This was clear. It followed the policy of such installment sales 
legislation as that in Illinois, Maryland and Pennsylvania,” and the 
policy underlying the rather numerous judicial decisions which strain 
to find some theory for letting in defenses. While one might drop a 
theoretical tear for a man who might buy such a note, detached from 
the security paper, in ignorance of its liability to defenses, still such 
transactions must be comparatively rare; and the innocent buyer 
could be warned by requiring that the note bear a statement that 
it was part of a secured sale agreement, such as some modern legis- 
lation requires.?’ 

Even so, not all uncertainties would be eliminated. Disputes could 
arise over the character of the goods involved, which might turn 
on the intent of the purchaser as to their use. Avoidance of the statute 
would still be possible, if the finance companies turned to lending 
directly to the buyer, furnishing him with cash wherewith to pay for 
his purchases in full and taking directly from the buyer as security 
for their loans, chattel mortgages on the goods bought. But as far as it 
went, the proposed section was comprehensible, and would not im- 
pose any undue hardship on financers, who were in a position to 
exercise some discretion as tg the character of the retailers they sup- 
ported by credit arrangements and were able to spread the cost of 
the occasional unenforceable note over the whole mass of purchasers, 
just as is true today of financers who lend on assignments of accounts 
receivable. 

Unhappily this section in the Final Text Edition (November 

% U.C.C. § 9-109(1). What happens if the goods are first used for one purpose, 
then shifted to another? 


2 See note 22 supra; the Pennsylvania statute covers only automobiles. 
27 See note 22 supra for references to such provisions in Illinois and Maryland. 
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1951) contains an amendment fearfully and wonderfully made. 
It now reads in its final form (renumbered 9-206) : 


(1) An agreement by a buyer of consumer goods as part of the 
contract for sale that he will not assert against an assignee any 
claim or defense arising out of the sale is not enforceable by any 
person. If such a buyer as part of one transaction signs both a 
negotiable instrument and a security agreement even a holder in 
due course of the negotiable instrument is subject to such claims 
or defenses if he seeks to enforce the security interest either by pro- 
ceeding under the security agreement or by attaching or levying 
upon the goods in an action upon the instrument. (The italics are 
supplied to indicate the change.) 


Where this leaves the buyer of a defective refrigerator is a puzzle.”* 
The financer can disregard the security and take judgment against 
him on the note, free of defenses, and then levy on his bank account, 
his wages, his car, or his house. But assuming that the secured holder 
does attempt to retake the chattel, what advantage accrues to the 
buyer in being allowed to assert that the refrigerator was no good in 
the first place? If the meaning of Section 9-206 is that in such a case 
the holder of the note is to be deprived of a deficiency judgment, or 
is to have it diminished by the amount of the buyer’s claims, strange 
and uncertain words have been used to express it; and the buyer, as 
a practical matter, is afforded poor protection. A knowing financer 
will have recourse to the note and the buyer’s general assets, rather 
than pursue a rachitic mechanical icebox. 

Drafting legislation is always a process of compromise between the 
ideal and the practicable, and little good comes of proposing a law 
that cannot be enacted. Perhaps the draftsmen, the Commissioners 
and the Institute felt that this guarded, grudging and obscure limita- 
tion on negotiability was all that the commercial community and 
the legislators would accept. In this I think that their estimate was 
wrong. Modern legislators seem to be willing to subject finance com- 
panies to defenses arising out of the sale of goods;?* judges, too, seem 
anxious to find ways to open the claim of the finance company to 
such defenses.*® And on theory, there seems to be little reason why 
the law should furnish a means for splitting off from the rest of the 
deal the price portion of a secured sale transaction. The lack of 

28 U.C.C. § 3-304(5) provides, in part: 

Knowledge of the f llowing facts does not of itself give the purchaser notice 
of a defense or claim . . . (b) that it was issued or negotiated in return for an 
executory —_— or * accompanied by a separate ment, unless the 


purchaser notice that a defense or claim has arisen from the terms 


thereof. . 
29 See note 22 supra. 
%° See notes 19, 30, and 21 supra. 
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economic necessity for making the price obligation separately nego- 
tiable is shown by the flourishing state of financers of non-negotiable 
accounts receivable. The great majority of time-sales transactions 
go smoothly, with no disputes, or only those that are easily adjusted.* 
The exceptional case is what must be provided for: and rather than 
put the burden of payment in the first instance on the buyer, legis- 
lators should be willing to recognize the practical advantages of 
making the financer assume the burden of pursuing the seller to 
recapture whatever sums the financer has advanced to him, 
when because of the seller’s fault the financer is unable to collect 
the entire price from the buyer. 

Nor does there appear to be a convincing reason for the difference 
in the treatment afforded consumer goods and others by Section 
9-206. The distinction is hard to apply, and large parts of the public 
will not understand it. The small shopkeeper who buys a delivery 
truck or a pair of computing scales is not buying ‘‘consumer goods” ; 
he will be surprised to learn that under the proposed Code his obliga- 
tion for the price can be separately negotiated to someone who will 
have no concern with the quality of the truck or scales, while the 
opposite is true of his family car. Negotiability is, or should be, a 
creature of commercial necessity, not a unilateral convenience im- 
posed by those who have the power. If all secured chattel sales are 
open to the buyer’s defenses, even when the papers have been as- 
signed by the seller to a financer, the tendency will be for the financer 
to exercise better scrutiny over the dealer whom he finances, a type 
of policing for which he is far better equipped than the buyer who 
can learn of the dealer only from his advertisements and the display 
in his windows. 

This part of the codifiers’ work called for more boldness than they 
exercised. When the Code is introduced in the first state legislature, 
an appropriate amendment should be offered with it, to permit a 
buyer of any goods, consumer or other, to assert all defenses on an 
installment contract, and any note that accompanies it, against his 
seller or his seller’s assignee, regardless of the form of the paper that 
the buyer signs. To warn the occasional prospective buyer of a note 
which has been detached from the rest of the papers in the deal, the 
examples of Maryland and Illinois should be followed, by requiring 
that the note carry a statement of its origin. In this way the Code 
will fill today’s needs rather than comply with the decided cases of 
an older time. 





1 In the great majority of cases the buyer is satisfied with his bargain and 
pays without controversy. See Report and Recommendations, New York Con- 
erence on Installment Selling (1941), 45 East i7th Street, New York City, p. 30. 
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Fictitious PAYEES 


While there have been differences of opinion on most of the “real 
defenses,’’ there has been little on forgery. In a case uncomplicated 
by any negligence on my part, a holder in due course, although he 
paid full value for paper bearing my name as maker, will not succeed 
in enforcing it against me if my signature was forged by another. 

Unfortunately, most commercial fraud is more refined and raises 
more difficult questions. The outside swindler who forges a rich man’s 
name is rare. His chances of successfully discounting the paper and 
concealing his tracks are poor, compared with those of the inside man, 
already a trusted employee of a large concern with such numerous 
transactions that a few fraudulent ones may escape notice for a long 
time or forever. 

The swindler naturally has the best chance of success if he is 
authorized to sign checks for his firm. The check then is not forged 
by the drawer, and if made payable to the swindler’s confederate 
and indorsed by him, bears no forgery at all. The fraud of the em- 
ployee consists in the use of firm funds for an unauthorized purpose, 
not in falsifying negotiable paper. The Negotiable Instruments Law 
is not involved. This plan is distasteful to swindlers for two reasons, 
however. It entrusts the secret to another thief; and it makes neces- 
sary a split-up of the swag, which in turn makes it necessary to work 
the fraud oftener and for larger sums, so increasing the chance of 
detection. 

On the other hand, an imaginary confederate, existing only in the 
swindler’s mind, has the great merit of telling no tales and demanding 
no cut. Where a faithless employee is entrusted with the duty of 
drawing and signing checks to pay a long list of employees, whose 
names change from week to week, he can easily draw and sign checks 
payable to a few fictitious employees at each pay period, can himself 
indorse the names of the fictitious employees, and cash the checks, 
This game can be played almost as well by an employee who is not 
empowered to sign payroll checks, provided only he controls their 
preparation. In any large operation, the officer empowered to sign 
is necessarily unfamiliar with the names of all the employees who get 
pay checks, and a criminal clerk can lay before the authorized of- 
ficer for signature, along with many proper checks payable to actual 
employees, a judicious number of fraudulent checks made payable 
to fictitious workmen—sometimes entirely imaginary people, some- 
times former employees who have left. The authorized officer, trust- 
ing the swindler, signs the entire lot and the swindler, after indorsing 
the names of the fictitious payees, cashes the fraudulent checks. 
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Ultimately the defrauded business concern and its bank dispute over 
which should stand the loss on such checks which have been paid; or 
else a bona fide purchaser for value, who is refused payment at the 
bank, seeks to enforce the check against the drawer. 

The inside job is thus easier than plain forgery by an outsider; but 
the outsider may adopt, instead, more sophisticated means of fraud, 
by representing himself, in person or by mail, as some imaginary or 
actual person entitled to funds, giving rise to “impostor cases.” 
Whether the job be inside or outside, if a fictitious payee is involved, 
the decision will probably turn on the provisions of Section 9(3) of 
the Negotiable Instruments Law: 


The instrument is payable to bearer: (3) When it is payable to the 
order of a fictitious or non-existing person, and such fact was 
known to the person making it so payable. . . . 


Most of the fictitious payee cases involve inside swindles. If a 
fraudulent employee has authority to sign checks for his employer 
and makes out a check to a fictitious payee, the employer is held 
liable to the holder and to the drawee on the theory that the paper is 
payable to bearer and the fraudulent indorsement of the name of 
the fictitious payee is immaterial. The reasoning is that since the 
employee had authority to sign for the employer, and knew the 
payee was fictitious, the employer knew it through his agency. 
Therefore the instrument is governed by NIL Section 9(3), and a 
holder in good faith gets enforceable rights.” 

Where a swindling employee does not himself sign the check, 
but induces his unsuspecting employer to make it out to a fictitious 
payee, and the crooked employee then indorses and cashes the 
check, the result is the opposite. The drawee bank is unable to charge 
the check to the employer’s account because the signer did not 
“know’’ that the payee was fictitious, and the signer’s intent governs, 
taking the case out of NIL Section 9(3).* An action by a holder 
against the drawer should fail for the same reason. Sometimes the 





3 See generally, Abel, The Impostor Payee: Or Rhode Island Was Right, 1940 
Wis. L. Rev. 161 and 363. A comment in the Winter, 1951, issue of the Uni- 
versity of Chicago Law Review, p. 281 under the title, The Fictitious Payee and 
the UCC—the Demise of a Ghost, rings the changes on this subject neatly. The 
drawee won against the cheated employer in Mueller and Martin v. Liberty Ins. 
Bank, 187 Ky. 44, 218 S.W. 465 (1920); the cheated drawee insurance company 
was not allowed to recover “money paid under mistake” in Hartford Acc. & Ind. 
Co. v. Fifty-Third Union Trust Co., 111 F.2d 762 (6th Cir. 1940). Courts have 
been eager to find authority by the employer. See Childs v. Empire Trust Co., 54 
F.2d 981 (2nd Cir. 1932), cert. denied, 286 U.S. 554 (1932). 

33 United States Cold Storage Co. v. Central Mfg. District Bank, 343 Ill. 503, 
175 N.E. 825 (1931); First National Bank v. American Surety Co., 71 Ga. App. 
112, 30 S.E.2d 402 (1944). See also cases collected 118 A.L.R. 15 (1939). 
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crooked employee is a cosigner of the check with another employee, 
the latter having no knowledge of the fraud, and in this dilemma 
neither logic nor the language of Section 9(3) gives much help in 
deciding whether to hold the bank or the employer. The courts have, 
in fact, split on the point.* 

The “impostor rule’ furnishes a noteworthy special situation. 
Where the crook by a face-to-face fraudulent impersonation obtains 
from the drawer a check made out to a fictitious payee, the swindler, 
by indorsement, can pass a good title. It is said that the predominant 
intent of the drawer is to make the check payable to the man in 
front of him, not to the bearer of a certain name.* However, there 
is some authority permitting the drawer to avoid the rule and escape 
a loss if he was fooled by mail.** The drawer escapes if the impostor 
used the dodge of representing himself as the agent of a non-existent 
principal.*’ A fortiori if the swindler, by pretending to be an agent, 
obtains by mail, a check payable to an existent person as principal, 
whose name he wrongfully indorses, he is a plain forger and his 
signature, under NIL Section 23 is ineffective.** 


The Uniform Commercial Code provides in Section 3-405: 


(1) An indorsement by any person in the name of a named payee 
is effective if 

(a) an impostor by use of the mails or otherwise has induced 
the maker or drawer to issue the instrument to him or his 
confederate in the name of the payee; 

(b) a person signing as or on behalf of a drawer intends the 
payee to have no interest in the instrument; 

(c) an agent or employee of the drawer has supplied him with 
the name of the payee intending the latter to have no 
such interest. 

(2) Nothing in this section shall affect the criminal or civil lia- 
bility of the person so indorsing. 





* In Portland etc. Union v. U.S. National Bank, 171 Ore. 40, 1385 P.2d 467 
(1943), the drawee bank was held. Contra: Globe Indemnity Co. v. First National 
Bank, 133 S.W.2d 1066 (Mo. App. 1939). 

% Montgomery Garage Co. v. Manufacturers’ Liability Insurance Co., 94 
N.J.L. 152, 109 Atl. 296 (1920); Note, 34 Harv. L. Rev. 76 (1920). 

% The defrauded drawer prevailed over the drawee in American Surety Co. 
of New York v. Empire Trust Company, 262 N.Y. 181, 186 N.E. 436 (1933). 
But see Peninsular State Bank of Detroit v. First National Bank, 245 Mich. 179, 
222 N.W. 157 (1928); commented on with approval, 27 Micn. L. Rev. 805 
(1929). Cases are collected in Britton, BiLis anp Norss § 151 (1943). 

37 McCornack v. Central State Bank, 203 Iowa 834, 211 N.W. 542 (1926). 
The court here found, however, that the facts presented a question whether the 
drawer’s negligence in not discovering the forgery would free the drawee. 
Strang v. Westchester Co. Nat. Bank, 235 N.Y. 65, 188 N.E. 739 (1923). 


38 See Britton, Bitits AND Norss § 151, n. 4 (1943). 











244 WISCONSIN LAW REVIEW [Vol. 1952 


Clause (a) codifies the face-to-face impostor rule, and extends it 
to cover the same imposture conducted by mail. It avoids the ter- 
minology of bearer paper which occurs in its statutory ancestor, 
NIL Section 9(3); if only the name of the named payee be writ- 
ten on the back of the check, no matter by whom, this indorsement 
is effective, and the drawee bank paying such a check may charge 
the account of the depositor. If Joe’s All Night Grille cashes the 
check in good faith for the swindler, the defrauded drawer has to 
pay Joe’s, even if the drawer has stopped payment at his bank. 

The Comment to Section 3-405 in the Spring 1950 Draft limits the 
term “impostor’”’ to an impersonator, and excludes a case where the 
swindler (neither signing on behalf of the drawer, nor as agent or 
employee of the drawer supplying him with the payee’s name) 
falsely represents that he is the authorized agent of the payee. Thus 
a persuasive stranger may cozen a drawer to draw and deliver to him 
a check payable to General Motors, an actual concern, or to General 
Debility, Inc., supposed by the drawer to be actual but known to 
the swindler to be imaginary. In either event the drawer is entitled 
to an indorsement on his check, and as nobody exists who can sign 
for General Debility, Inc., at least in that case despite Section 3-405 
(1)(a), under the Comment the drawer’s money is safe. 

Section 3-405(1)(b) is a restatement of NIL Section 9(3) validat- 
ing indorsements by the named payee where “‘a person signing as or 
on behalf of a drawer intends the payee to have no interest in the in- 
strument”’; its language thus covers not only cases where the deceived 
employer authorizes his faithless employee to sign, but also covers 
cases where one of two co-signers is a swindler. 

Clause (1)(c) of Section 3-405 will reverse the existing general rule 
of the decisions that where an employee tricks his employer into 
signing a check payable to a fictitious payee, the indorsement on 
the check by the swindler in the fictitious name does not bind the 
employer. Bankers feel—and understandably so—that when such 
checks are presented for payment, a bank has little or no chance to 
protect itself against the skulduggery. The employer can at least 
pick his employees. Ultimately the question is whether the cost of 
insuring shall rest on customers of the bank or customers of the 
employer-depositor, and in the long run and over-all, these will prob- 
ably be the same people. 

Eleven states have already amended NIL Section 9 (3) so as to 
place this burden in the first instance on the employer-depositor.** 





39 Tu. Rev. Srat. c. 98, § 29 (1947) is characteristic: “. . . when it is payable 
to the order of a fictitious or non-existent or living person not intended to have 
any interest in it and such fact was known to the person making it so payable 
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Section 3-405 will please the bankers, and perhaps momentarily 
distress the surety companies writing fidelity bonds on employees, 
but everything can shortly be adjusted by changing the premium 
rates. Meantime the code provisions are clearer and easier to under- 
stand than NIL Section 9 (3), and tend toward that certainty which 
is the predominant need of the law of commerce. 


Tue CuecK SIGNED IN BLANK AND THE NEGLIGENTLY Drawn 
Cueck WuicuH FAcILITATES ALTERATION 


A rather frequent check-swindle involves neither forging the 
drawer’s signature, nor fraudulently obtaining it on paper payable 
to some fictitious person. Instead the swindler somehow gets hold of a 
check signed in blank by an incautious drawer, or a check so care- 
lessly made out that spaces occur in which its amount may be 
“raised.”’ 

The Negotiable Instruments Law contains provisions applicable 
to blank checks, which have so grated on the sensibilities of some 
courts that they have been reluctant to enforce them. Section 15 
provides: s 

Where an incomplete instrument has not been delivered it will 

not, if completed and negotiated, without authority, be a valid 


contract in the hands of any holder, as against any person whose 
signature was placed thereon before delivery. 


If literally applied, this section protects, against a claim by a 
holder, one who signs as drawer a pocketful of blank checks and 
carelessly loses them where a swindler finds, completes, and sells 
them for value to the innocent holder. And indeed most courts have 
so applied Section 15, holding that the provisions of Section 16 
concerning the conclusive presumption of delivery of paper in the 
hands of a holder in due course had no application to paper incom- 
plete and undelivered by the drawer or maker.*® This result is a 
little shocking. The signature of blank checks is not a commercial 
necessity, and the man who signs one is inviting trouble. To the 
man in the street there is little difference in desert between the man 





or known to his employee or other agent who supplies the name of such payee.” 
(Amendment italicized.) See also Cau. Crv. CopE § 3090 (1949); Ga. Copz ANN. 
§ 14-209 (1951); Ipano Cope Ann. tit. 26, § 109 (1932); La. Gen. Stat. ANN. 
§ 798 (Supp. 1949); Mass. Ann. Laws c. 107, § 31 (1946); Mo. Rev. Stat. Ann. 
§ 401.009 (1949); Mont. Rev. Copes Ann. § 55-209 (1947); N.M. Stat. ANN. 
§ 53-109 (Supp. 1951); N.C. Gen. Srat. Ann. § 25-15 (Supp. 1951); Ore. Laws 
1949, c. 176. 

40 Linick v. Nutting & Co., 140 App. Div. 265, 125 N.Y. Supp. 93 (2nd Dep’t 
1910). Contra, holding the drawer, Northern Pacific Ry. v. Spokane Valley 
Growers’ Union, 132 Wash. 607, 232 Pac. 691 (1925). 
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who writes a check to “‘cash’’ for a stated sum, and leaves it where 
it can be stolen, and the man who signs a blank check and leaves 
it in the same place. Indeed the former has at least limited his lia- 
bility. But the great weight of authority under Section 15 frees the 
signer of an undelivered blank check of any liability to a holder in 
due course, while Section 16 of the NIL expressly holds the drawer 
of undelivered completed bearer paper under the same circumstances. 
As a drawee is not a holder, Section 15 does not prevent the bank 
where the careless drawer kept his account from charging that 
account with the amount of the filled-in check.“ 

The Commercial Code has corrected the injustice done to an in- 
nocent purchaser by NIL Section 15. Under Sections 3-115(2) and 
3-407(3), one who signs a blank check or other instrument must keep 
it at his peril. If the instrument gets into the hands of a wrongdoer 
who fills it in and negotiates it to a holder in due course, the latter 
can enforce it against the drawer as completed. 

A somewhat similar situation obtains where the drawer fills in 
a check and signs his name, but carelessly leaves spaces after his 
writing and figures, so that a wrongdoer can fraudulently “raise’’ 
the sum payable. Section 124 of the Negotiable Instruments Law 
avoids the check as having been materially altered, except that a 
holder in due course, not a party to the original alteration, may en- 
force it according to its original tenor. The statute takes no account 
of the drawer’s negligence; and the courts have had to go in the 
teeth of Section 124 to import into it the rule of Young v. Grote, 
that under these circumstances the drawee bank by paying the 
check in good faith gets a discharge of its deposit liability to the 
drawer.“ The unfortunate purchaser of the raised check has, since 
the enactment of the Negotiable Instruments Law, been disallowed 
recovery against the drawer for the raised amount.“ 

The Commercial Code makes a substantial and welcome change 
here. Section 3-406 reads: 


Any person who by his negligence substantially contributes to 
a@ material alteration of the instrument or to the making of an 
unauthorized signature is precluded from asserting the alteration 
or lack of authority against a holder in due course or a drawee or 
other payor who pays the instrument in good faith and in accord- 
ance with the reasonable commercial standards of the drawee’s 
or payor’s business. 


“ Weiner v. The Pennsylvania Company, 160 Pa. Super. 320, 51 A.2d 385 
(1947); see Note, 96 U. or Pa. L. Rev. 134 (1947). 

# 4 Bing. 253 (N.Y. 1827). 

* Timbel v. Garfield Nat. Bank, 121 App. Div. 870, 106 N.Y. Supp. 497 (1st 
Dep’t 1907). 
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For the benefit of a holder in due course as well as a drawee, the 
negligent drawer is estopped to assert either the alteration or the 
unauthorized signature. The Comment to this Section“ makes 
it clear that there is no intent by these provisions to prescribe the 
use of sensitized paper, special ink, or a mechanical check-writer; 
but that it is intended to include all failure to use reasonable care 
under the circumstances: 


. .. The most obvious case is that of the drawer who makes use 
of a signature stamp or other automatic signing device and is 
negligent in looking after it. The section extends, however, to 
cases where the party has notice that forgeries of his signature 
have occurred and is negligent in failing to prevent further for- 
geries by the same person. It extends to negligence which con- 
tributes to a forgery of the signature of another, as in the case 
where a check is negligently mailed to the wrong person having 
the same name as the payee. As in the case of alteration, no at- 
tempt is made to specify what is negligence, and the question 
is one for the court or the jury on the facts of the particular 
case.“ 


Adoption of the Commercial Code should settle one more trouble- 
some question of raised checks—that of their certification. When a 
skillful wrongdoer raises a check, or changes the payee’s name to 
his own, and gets it certified thereafter, a subsequent holder in 
due course may try to enforce it against the bank as raised or changed. 
To avoid this question, many banks have adopted a form of certifica- 
tion which undertakes only to pay the check as originally drawn. 
Lacking such a precaution, the cases split on the liability of the 
bank to the holder in the larger sum, or the holder under the changed 
payee, despite the language of Section 62 of the Negotiable Instru- 
ments Law which requires the acceptor to pay “according to the 
tenor of his acceptance.’’“* 

Section 3-413(1) resolves the doubt in favor of the holder. 


The maker or acceptor engages that he will pay the instrument 
according to its tenor at the time of his engagement. 


“Savings Bank of Richmond v. National Bank of Goldsboro, 3 F.2d 970 
(4th Cir. 1925). See Note, 20 Inu. L. Rev. 385 (1925). 

“8 U.C.C. § 3-406 Comment (Spring 1950 Draft) 368. 

4 The direct descendant of N.I.L. § 124 is U.C.C. § 3-407. Under it enforce- 
ment of an altered instrument according to its original tenor is permitted for 
any honest holder, whether in due course or not. And a holder in due course 
may enforce an incomplete instrument, as completed against the drawer thus 
reversing the result in cases such as Linick v. Nutting, note 40 supra. See U.C.C. 
§ 3-115; and page 245 supra for a discussion. 

This problem was foreseen by Dean Ames in 1900. See Ames, The Negotiable 
Instruments Law, 14 Harv. L. Rev. 241, 242-3 (1900). The authorities are mar- 
shalled in BRANNAN, NEGOTIABLE INSTRUMENTS Law 917 (7th ed., Beutel, 1948). 
Professor Beutel urges the change which is made by Section 3-413(1). 
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This is reenforced by the language of Section 4-207 which omits 
from the warranties of a holder in due course and collecting bank, 
to a payor which has certified, any warranty against material alter- 
ation prior to certification even when the check is cautiously certified 
“payable as originally drawn’’ or in equivalent terms. 


SECONDARY PARTIES 


For half a century lawyers have been worrying about the cod- 
ification of principles of suretyship in the Negotiable Instruments 
Law. The accommodation indorser has fretted the commentators.‘” 
Words of guaranty in place of orthodox indorsements have caused 
concern.*® Releases of the principle,*® extensions of time and impair- 
ment of security have been bothersome. Lawsuits have turned on the 
duty, vel non of a creditor, after demand, to apply collateral with 
diligence.*° But the greatest amount of litigation and controversy 
has turned on the formalized diligence required by the law of ne- 
gotiable paper as a condition of holding secondary parties. 

Four ritual observances are involved here. The holder may be 
required promptly to seek out the drawee of a bill and ask for his 
name on the paper as an acceptance.*! The holder may be required 
promptly and formally to ask the drawee or maker to pay the instru- 
ment.” If acceptance or payment is defaulted, the holder may be 
required to give, in a prescribed way, prompt notice to those parties 
whose liability was conditional on such default. And in a few cases, 
the holder may be required to observe the ancient rites of protest.* 

With one exception, if prompt observance of any of these steps 
be omitted, where required, the Negotiable Instruments Law com- 
pletely discharges every secondary party with no requirement that 
he be hurt by the omission.* Understandably enough, the law mer- 

47 See N.I.L. § 29; Ames, The Negotiable Instruments Law, 14 Harv. L. Rev. 
241, 248 (1900); BranNAN, NEGOTIABLE INSTRUMENTS Law 554 et seq. (7th ed., 
Beutel, 1948). U.C.C. § 3-415 clears up many obscurities in the law of accom- 
modation indorsers. 

48 See Rabon v. Putnam, 164 F.2d 80 (10th Cir. 1947). Section 3-416 intro- 
duces material not in the NIL, fixing rights and liabilities on an express contract 
of guaranty written on a negotiable instrument. It does not clear up the difficult 
question of the negotiability of the indorser’s promise of guaranty. 

4° Howard National Bank & T. Co. v. Newman, 115 Vt. 61, 50 A.2d 896 (1947); 
see N.I.L. § 120. 

5° Citizens First National Bank v. Parkinson, 266 App. Div. 1055, 44 N.Y.S.2d 
840 (4th Dep’t 1943), reversing, 178 Misc. 630, 35 N.Y.S.2d 615 (Sup. Ct. 1942). 

51 N.L.L. § 143. See U.C.C. §§ 3-501 and 3-502. 

8 N.I.L. § 70 et seg. See U.C.C. §§ 3-501 and 3-502. 

53 N.L.L. § 89 et seg. See U.C.C. § 3-508 for consolidation and clarification of 
provisions concerning notice of dishonor. 

% N.I.L. § 152 et seg. See U.C.C. §§ 3-501(3) and (4). 
55 Failure to present for acceptance when required, N.I.L. § 144; to demand 
— N.I.L. § 70; to give notice of dishonor, N.I.L. § 89; to protest, N.I.L. 
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chant seeks rules of thumb, not occasions for dispute. The creditor’s 
momentary absentmindedness is the surety’s delight. The one ex- 
ception concerns the drawer of a check, who gains no freedom from 
his conditional liability by mere delay on the part of the holder in 
collecting the check from the drawee bank. Who has not at some 
time found in his wallet a small check, carried around forgotten for 
weeks? It is not necessarily useless because stale. Only ‘‘to the extent 
of the loss caused by the delay”’ is the drawer “‘discharged from lia- 
bility thereon.’”’ If the bank fails during the payee’s unreasonable 
delay, the loss is the payee’s. Otherwise, the drawer of the check re- 
mains liable. People who draw checks thus get less protection under 
the Negotiable Instruments Law than other drawers and indorsers. 

The reason for limiting this rule of mere partial discharge to the 
drawer of a check is not entirely clear. The maker of a note or the 
acceptor of a draft stated to be payable at a bank, is in much the 
same position as one who draws a check. Nor is there any necessary 
reason of policy why insolvency of banks alone may present this 
situation. Any businessman or corporation may have been put in 
funds to pay a draft; and the holder who dawdles until this once- 
solvent drawee is in bankruptcy seems to deserve no less and no 
more than the dawdling holder of an instrument drawn on a bank. 

Indeed the reasons for denying the grace of total discharge to a 
drawer but granting it to an indorser are not completely obvious 
either. The occasional indorser who is thus wholly freed of liability 
must regard the event as a surprising windfall; his chances of such 
a discharge from his obligation, among the other countless thousands 
of daily indorsements, are not as good as the chances of winning in 
the Irish Sweepstakes, and are equally dependent on blind luck. 

The policy behind the distinction in result to a drawer between 
failure to present, and failure to give notice of dishonor does not 
appear crystalline clear. If the holder’s sloth in presentment should 
free a drawer only to the extent it has done him harm, why not apply 
the same rule to delay in giving him notice that, when presentment 
was made, the draft was not paid? 

The Commercial Code undertakes moderately substantial amend- 
ments in this area—less substantial than the draftsmen would have 
liked, and less substantial in effect than in appearance. In the May 
1949 Draft, Section 3-501 presented a rather timid and inconsequen- 
tial limitation on the easy discharge of the indorser. Indorsers of 
checks and other drafts were left unchanged; but the draftsmen, 
commenting on the modern widespread practice of printing on note 





% N.ILL. § 186. 
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forms a waiver of presentment and notice of dishonor, proposed that 
such notice be unnecessary unless the indorser should add to his 
signature ‘‘presentment required’’ or equivalent words. Reprinted 
in the Spring 1950 Draft, this proposal came under heavy fire at the 
meeting of the Commissioners and Institute in May 1950. Dean 
Prosser, who drafted this section, and Professor Llewellyn, Editor in 
Chief, spoke in favor of the change; and a supporter from the floor 
made an impression when he said that in twenty-six years of country 
practice in Arkansas he had seen only two notes lacking the printed 
waiver, neither of which was negotiated. But the body of the In- 
stitute and Commissioners was in this, as in most things, not eager 
for innovation. For generations indorsers have been looked on as 
poor devils who deserve a fair run for freedom; and the proposal to 
make them claim this chance by writing the claim on the note over 
their signature was too much. The amendment was voted down and 
in the final draft of Sections 3-501 and 3-502 the indorser retains his 
ancient prerogative. 

It was easier to obtain agreement to changes in the status of draw- 
ers, and to extend the changes to people in the position of drawers. 
The key to the changes is Section 3-502(1)(b). Every drawer who 
has maintained funds with the drawee (whether a bank or any other) 
to cover a draft, and every acceptor of a draft made payable at a 
bank, and every maker of a note payable at a bank—is discharged by 
delay in presentment for payment or notice of dishonor only if in- 
solvency overtakes the drawee or payor bank during the delay and 
so deprives the drawer, acceptor or maker, of funds maintained to 
pay the instrument; and then only if the drawer, acceptor or maker 
gives the holder a written assignment of rights against the drawee 
or payor bank. The drawer, acceptor or maker is not otherwise 
discharged. 

The purpose of this arrangement of compulsory novation is stated 
to be avoidance of hardship to the holder by complete discharge of 
the drawer, who has presumably received goods or other considera- 
tion for the issue of the draft, and should not be allowed both freedom 
from paying the price and any salvage from the failed bank.5’ The 
acceptor and maker in the situation set forth should have the benefit 
of compulsory novation like a drawer in place of their previous 
continued liability to the holder and their loss of deposited funds in 














57 U.C.C. § 3-502, Comment 4 (Spring 1950 Draft). This seems to be the same 
result reached under N.I.L. Section 186, for the drawer is not at all enriched 
under that section—he is relieved only to the extent of his loss. However, U.C.C. 
§ 3-502(1)(b) shifts all the procedural worries to the slothful holder. 
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the insolvency of the depository bank, and Section 3-502(1)(b) so 
provides. 

In practical effect these changes must be very slight. The intricate 
questions of law arising out of failed banks still appear in the text- 
books, but bank failures no longer occur in significant numbers, and 
the bank collection cases have dwindled to a trickle in the advance 
sheets. Lacking information of any great usage of depositing funds 
with non-bankers to meet drafts, one supposes that the application 
of Section 3-502(1)(b) will be infrequent. Perhaps this legislation, 
like the provisions of the Negotiable Instruments Law on Acceptance 
and Payment for Honor, is a salute to yesterday. 


* * * * *&© * 


Those who draft statutes sometimes hope, in the teeth of ex- 
perience, that their work may be complete in itself, not dependent 
for understanding or construction on the mass of material which 
governed its creation. The writers of the Code were sufficiently 
sophisticated to be free from this delusion, as the published Comment 
shows, with its occasional references to existing statutes and decided 
cases. Sometimes citations are given; sometimes (to the reader’s 
exasperation) they are omitted. But too much ought not to be asked 
in such a commentary. It can not undertake to be a cyclopedia of 
commercial law and practice. 

However, the Commissioners and the Institute, and their editors 
and draftsmen, for preparation of this work must have collected the 
world’s most complete mass of information on commercial usage, 
statutory experiments, judicial determinations, and professional 
opinion on the law of commerce. This is the matrix in which the 
Code developed. The Code cannot have its greatest usefulness unless 
this material is somewhere available. If it is not preserved by the 
Institute and the Commissioners in a convenient form for reference, 
others will have to collect the same data, from original sources, at 
much labor. This conservation should be looked to at once, before 
papers are lost or scattered, while their content is fresh in the minds 
of those who did the work. Printing the whole mass is probably im- 
practical; but its preservation, arrangement, and indexing is essential. 
The first step in understanding a new law is understanding its sources 
—understanding the human experience which gave it life. 
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Appendix 
Some Important Changes and Clarifications; Cross-Reference Table 


The Code is ready for consideration in the legislatures of the several 
states. The first question every lawyer-legislator, member of a Bar- 
Association committee or other informed critic will ask is “How 
does the Code change the present law?”’ 

In view of the rather complete rearrangement of subject matter 
and the substantial changes in wording, tabulation of changes is 
not easy. It is not always simple to distinguish mere rephrasing 
from substantive change; nor to tell in a few words what a change 
consists of. Nevertheless a tabulation of what, to one lawyer, appear 
to be significant proposed changes and clarifications in the law of 
negotiable instruments seems worth the effort involved. 


NIL UCC CHANGES OR CLARIFICATIONS 

1 3-103 Investment securities (Article 8) are withdrawn from 
the Commercial Paper article. Articles 4 and 9 (Bank- 
ing, Secured Transactions) govern Article 3. 

1 3-104 To be negotiable, a writing must contain no promise, 
order, obligation ll py given by maker or drawer 


“except as authorized by this Article.” 
1(5) 3-102(1)(b) Drawees may be joint or alternative but not successive. 
2 3-106 Notes allowing discounts for early payment are ne- 
gotiable. 
3 3-105 This section clarifies the meaning of “statement of 


transaction” in NIL § 3(2). In general, broader state- 
ments and references are allowed without destroying 
negotiability, but not recitals requiring reference out- 
side of the instrument or (except for government notes) 
payment out of a particular fund. 


4 3-109 Time of payment is sufficiently definite if the instru- 


ment is payable at a definite time subject to ‘any ac- 
celeration,” or to “extension at the option of the 
holder, or to extension to a further definite time at 
the option of the maker or automatically upon or 
after a specified act or event”; but if otherwise pay- 
able only on an act or event uncertain as to time, 
even if the act or event has occurred, the instrument 
is not negotiable. 


5 3-104 NIL § 5(4), permitting election in holder to require 


something in lieu of money is omitted. 

5 3-112 Negotiability is not affected by a promise to give more 
collateral on demand, or an authorization to sell col- 
lateral on any default on the instrument (without 
reference to maturity) or a provision making a check 
or draft a release. 

6 3-112 Last sentence of NIL § 6 is omitted. 


6(1) 3-114(1) 
6(4) 3-113 
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NIL 
6(5) 


7 


9(3) 
9(5) 


10 


11 
12 


14 
15 


16 
17 
17(8) 
17(6) 


18 
19 


21 


22 


UCC 
3-107 


3-108 
3-110 
3-111 


3-405 
3-204 


3-104 


3-114 
3-114 


3-115 


3-115 
3-407(3) 
8-206 


3-305 


3-305 
3-306(c) 
8-202(4) 
3-118 


3-114 
3-402 
3-401 


3-403 


3-207 
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This section makes specific provision for foreign 
currency. 

The final sentence of NIL §7 concerning issue, ac- 
ceptance, or indorsement of overdue instruments is 
omitted. 

A negotiable instrument may be made payable to an 
estate, trust, or fund, or to a partnership or unin- 
corporated organization. 

An instrument in terms payable to “cash” or “any 
other indication which does not purport to designate 
a specific payee” is payable to bearer. 

This section clarifies the “fictitious payee’’ problem. 
See page 241 supra. 

Paper originally payable to bearer is controlled by 
subsequent special indorsement. This corrects an 
anomaly pointed out by Dean Ames a half-century 
ago. See 14 Harv. L. Rev. 241, 246 (1900). 

NIL §10 concerning non-necessity of following the 
Pa Ng of the act is omitted as encouraging loose 
judi holdings. See Comment 6 to § 3-104 in the 
Spring 1950 Draft. 


The stated date on the instrument controls payment 
where it is payable on demand or at a fixed period 
after sight. 

NIL § 13 is omitted, since undated instruments are 
covered by the provision for incomplete paper. 


The rule of NIL § 15 is reversed. Though the incom- 

rte instrument was never delivered by the obligor, a 
older in due course may enforce it as comple 

§ 4-401(2)(b) for the rights of drawee bank in this 

situation. 


The maker must consent to every time extension. (Cf. 
provisions of § 3-109 as to the effect of a provision for 
extension at holder’s option.) Unless otherwise stated, 
consent to extension authorizes ‘7 — extension for 
not longer than the original period 


This section clarifies the law in regard to a signature 
ina representative capacity. 
Reference to signature “by procuration” is omitted as 
oe See Comment 4 to § 3-403, in Spring 1950 
raft. 
This section clarifies and extends NIL § 22. Negoti- 
ation by one lacking capacity, defrauded, or under 
duress; or negotiation obtained by ‘ ‘mistake of 4 
kind’’; or made as art of an illegal transaction or ‘ 
breach of duty,” effectively transfers the ieniboaeneats 
but, except pr a heiler i in due course, may be 
rescinded. 
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8-311 


3-415 


3-306(c) 
3-408 
8-202 
3-415 
8-201 


8-202 


4-206 


3-202 
4-201 


3-202(3) 
4-206 
8-308(4) 
3-204 


204 
8-308(2) 


3-204 


3-204 
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4-205(2) 
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An unauthorized signature operates against the un- 
authorized signer in favor of a payor or holder in due 
course. Such a signature may be ratified, leaving in 
force the rights of the ratifier against the unauthorized 
signer. See § 3-406 for the effect of negligence. 

“«, . . [NJo consideration is necessary for an instrument 
or obligation thereon given in payment of or as security 
for an antecedent obligation of any kind.” 

Value is redefined and divorced from consideration. It 
includes a negotiable instrument or an irrevocable 
commitment to a third person. 


See notes under NIL § 25. 


A lien acquired by legal process is not value. 


An accommodation party is redefined as a surety; he 

may be paid for his signature without changing his 

status as an accommodation party. 

“. . . (4) Words of assignment, condition, waiver, 
ty, limitation or disclaimer of liability and the 

ike accompanying an indorsement do not affect its 

character as an indorsement.”’ 


See notes to NIL §§ 36 and 37. 


The terms “restrictive indorsement” and “qualified in- 

dorsement” are eliminated. See § 3-414 which permits 

qualification of indorser’s liability. § 3-206 covers 

j bg of restrictive indorsement as the term is used in 
e NIL. 


NIL § 35 is omitted as misleading; formerly attempts 
were made to write in improper contracts over blank 
indorsements. See Comment 1 to § 3-204 in the Spring 
1950 Draft. 


“A collecting or payor bank is neither given notice nor 
otherwise affected by any condition in or trust im- 
posed or agency ye fw by a prior indorsement of 
any person except the bank’s immediate transferor.” 
See note to NIL § 47. 
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3-304(4) 


None 
3-206 


3-208 


3-605 
3-201 (3) 


COMMERCIAL PAPER 255 


CHANGES OR CLARIFICATIONS 
See notes to NIL §§ 31 and 36. 


The term “qualified indorsement” is dropped, though 
the substance remains. See note to NIL 33. 
Payor or collecting banks are excepted pa the pro- 
visions of NIL $39 requiring that proceeds of an in- 
strument negotiated by conditio indorsement be 
held subject to the indorser’s rights. 
This section changes the old rule of “originally bearer 
on bearer” under NIL § 40; under the new 
a later special ype will control. This 
makes ‘the law uniform for paper eal Sates oe 
ly order but por payable to bearer 
pend NI § 95). Thus after 50 years Dean Ames’ 
ideas have prevailed, at least among the Commis- 
sioners and in the Law Institute. See 14 Harv. L. Rev. 
241, 246 (1900). 
Negotiable bonds receive different treatment under 
§§ 8-308 and 8-310. 
An instrument payable “To A af B” requires only one 
indorsement, that of either A or B 
NIL § 42 is extended to cover agents or fiduciaries 
generally identified as such, as payees. 
A person giving value may require both incorrect and 
correct signatures where the payee’s name is misspelled, 
etc. 
NIL § 44, 2 ne indorsing as a representative 
to disclaim nal lability is omitted as unnecessary. 
See ry mee 1 to § 3-414, oe 1950 Draft. 
2 urchaser has notice that an instrument is overdue 
e has reasonable grounds to believe that any part 
a the principal is overdue, or that an uncured default 
exists on another instrument in same series, or that 
acceleration has been made, or, if the paper is payable 
on demand, that demand has been made or that more 
than a reasonable time after issue has passed. Reason- 
able time in case of a domestic check is presumed to 
be 30 days. See NIL § 53. 


NIL § 47 implies non-negotiability after restrictive 
indorsement. In the light of § 3-206 this provision of 
§ 47 is now omitted. See note to NIL § 36. 
This section clarifies the law on reacquisition. See also 
§ 3-201(1) and NIL § 50. §3-201(1) makes a prior 
party | who took with notice equal to a participant in 
the fraud or illegality if he reacquires. 
A holder may, without consideration, discharge a 
party by cancellation of his name. 
The obligation to indorse, of the transferor = apn 
fers for value without indorsement, . : en- 
forceable unless otherwise agreed. ae ie indorse- 
ment, the transferee must prove his ae to the in- 
strument. 
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See note to NIL § 48. 


Liability of any party to the holder cannot be dis- 
charged if the obligor and the holder are duly enjoined 
by a claimant to the instrument; or if the obligor is 
indemnified to his satisfaction. 

Reasonable commercial standards determine good 
faith. A payee may be a holder in due course. Partial 
holders in due course may exist. Non-holders in due 
course include purchasers at a judicial sale, repre- 
sentatives taking over an estate, or bulk buyers out of 
ordinary course. 


Various details of “notice’’ are specified. 


A domestic check is presumed stale after 30 days. 


See notes to NIL § 25. 

NIL § 55 is reorganized in terms of the kinds of facts 
known to a purchaser which prevent him from enforc- 
ing the instrument. 

This section greatly expands NIL § 56, specifying in 
detail circumstances which are, or are not, notice of a 
defense or claim. See note to NIL § 45. 


The defenses against a holder in due course (real de- 
fenses) are enumerated: infancy, other incapacity, 
duress or illegality, fraud in factum, discharge in in- 
solvency; — other discharge of which the holder had 
notice when he took the instrument. 


“‘Personal defenses” are clarified. 


See note to NIL § 22. The obligor on a note may not 
assert as a defense any of the claims of a third party 
against any holder, unless the third party intervenes. 
The one exception is the case of theft by a holder or 
his | me gan we The provisions on pleading are ex- 
panded, including those on the burden of establishing 
signatures. 


See note to NIL § 139. An acceptor is liable according 
to the tenor of the instrument at the time of his en- 
gagement. The rule of Price v. Neal is followed and 
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3-414 
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3-503 


3-503 
3-504 (2) (a) 
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applied to makers who pay on their forged signatures 
and to payors of overdrafts—in favor of holders in 
due course except that ay despite stop orders 
and on overdrafts are final in favor of any holder. 
Negligence of the holder is immaterial. Good faith 
[$ 1-201(19)] and lack of notice [§ 3-304], are all that 
is required. 


Under § 3-415 an accommodation party is a surety, not 
liable to the principal; otherwise he is liable in the 
capacity in which he signed. This in effect makes § 64 
with its detailed provisions unnecessary. 


This section makes a number of changes in the law of 
warranty under NIL §§ 65 and 66. note to NIL 
§ 62, for retention of the rule in Price v. Neal. War- 
ranties run to payors and acceptors and to remote 
transferees; but warranties t alteration are not 
made by one who is holder in due course of an ac- 
cepted draft, includin a certified check, even where 
the draft was accepted “payable as originally drawn”; 
nor does the holder in due course of a note so warrant. 
This section should be read with § 3-418, “Finality of 
Payment or Acceptance.” Compare §§ 8-306 and 8-308. 


See note to NIL § 65. 


A selling agent or broker who discloses his agency 
warrants only his good faith and authority. 


An unexcused, delayed presentment, where necessary 
discharges a drawer, or acceptor of a draft payable at 
a bank, or maker of a note —_ ata rel provided 
the obligor assigns to the holder the pe oma appro- 
priate rights against the drawee or bank. Indorsers are 
entirely discharged by such —- This extends the 
rule of NIL § 186. See note to NIL § 89. See page 248 
supra for discussion of suretyship under the Com- 
mercial Code. 

The rules for diligence in presentment are specified. 
A reasonable time in which to present or initiate col- 
lection for an ordinary domestic check is: for holding 
indorsers, seven days after the indorsement; for hold- 
ing drawers, 30 days after date or issue whichever is 
later. Reasonableness is based on banking practice and 
allows for holidays. 


Presentment may be made by mail or through a clear- 
ing house. 

Presentment is sufficient even if the party to pay is 
absent or inaccessible. 





Se a wn 


aan 


258 


NIL 
74 


75 
76 


77 
78 


79 


SBS 


BRR 


87 


89 


91 
93 


95 


97 


UCC 
3-505 


3-503 
3-511(3) 


3-504 (3) (a) 
3-504 (3) (a) 


3-511 
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The drawee may require exhibition of the instrument, 
reasonable identification by the presenting party, com- 
pliance with place requirements, a receipt on the in- 
strument for any payment, and surrender on full pay- 
ment. The presenting party has reasonable time to 
comply. 

See note to NIL § 71. 

Except for documentary drafts, presentment is ex- 
oma where the maker, acceptor or drawee is dead, 
and also in certain cases of insolvency proceedings. 


Presentment to one of two or more makers, acceptors, 
or drawees, is enough. 

This section combines widely scattered sections of the 
NIL, and is intended to simplify the rules as to when 
presentment, notice, protest, or delay therein, is ex- 
cused. 


Return for lack of proper indorsement is not dishonor. 
A term allowing re-presentment permits the presentor 
to waive dishonor without affecting the liability of a 
secondary party. 


The provisions of NIL § 86 are omitted as superfluous. 
See Comment 1 to this section in the Spring 1950 
Draft; see also NIL § 145. 

States are given a choice on whether to enact the rule 
of NIL § 87 concerning the effect of making an in- 
strument payable at a bank as an order on the bank 
to pay. 

The terminology of “payment in due course” is dropped. 
Payment discharges the party paying despite his 
knowledge of an outstanding claim of title unless the 
adverse claimant posts indemnity or enjoins in an 
action all necessary parties. 

Banks have rights of delayed return and charge-back. 
Unexcused, delayed notice of dishonor discharges a 
drawer, or maker of a note payable at a bank or ac- 
ceptor of a draft similarly payable provided the obligor 
assigns to the holder his appropriate rights against the 
drawer or bank. See page 249 supra. 

This section consolidates and clarifies the provisions 
of the NIL which concern the manner of giving notice 
of dishonor. Notice can be given by any party who 
receives notice to any party who may be able. 


Stamping or ticketing the instrument or sending notice 
of debit is sufficient notice of dishonor. 
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Notice to the representative of a decedent or incom- 
petent or notice sent to the decedent’s last known 
address is sufficient in any case. 


Provisions of NIL § 100 are omitted. By implication 
from § 3-508, the law should be unchanged by this 
omission. 


Any person other than a bank has three business days 
in which to give notice of dishonor; a bank, unless 
excused, gets until midnight on the next banking day 
after the banking day of dishonor or receipt of notice 
of dishonor. See g 4-104(1) (i). 


Because of the time leeway allowed by § 3-508, the 
provisions of NIL §§ 103 and 104 are omitted as un- 
necessary. See Comment 2 to § 3-508 in the Spring 
1950 Draft. 


NIL § 106 defining ‘‘deposit in Post Office” is omitted. 
aw § 1-201(38) defining ‘send’? was thought 
sufficient. 


This section combines scattered sections of the NIL, 
and is intended to simplify the rules as to when pre- 
sentment, notice, or protest is waived or excused. 
Probably NIL §110 is covered by implication in 
§ 3-511(2)(a). 


Protest is necessary only on international bills. 

The NIL terms “payment in due course,” “principal 
debtor,” and “discharge of the instrument” are 
omitted in favor of a system stating facts which will 
discharge one or all parties. 

Cancellation or renunciation, even without considera- 
tion, discharges the party in question. (“Discharge 
any party” sounds as though not only an obligation 
on the paper but the underlying obligation as well is 
discharged. Cf. 3-802.) 

Tender may be made by any party, prior or not, 
against whom there is a right of recourse. 

See page 248 supra, for discussion of certain changes 
made by the UCC in the law of suretyship. 


The words of NIL § 121, that a secondary party who 
pays is “remitted to his former rights’ are omitted; 
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thus rejecting holdings such as Quimby v. Varnum, 
190 Mass. 211, 76 N.E. 671 (1906) that an irregular 
indorser who pays cannot recover on the instrument. 
See Comment 4 to § 3-603 of the Spring 1950 Draft. 
“(2) Neither cancellation nor renunciation without sur- 
render of the instrument affects the title thereto.” 
NIL § 123 concerning burden of proof in cases of un- 
intentional or mistaken discharge is omitted as super- 
fluous. 

As against any person not a subsequent holder in due 
course, fraudulent material alteration discharges any 
party whose contract is thereby changed, unless he 
assents or is estopped. No other alteration dischar, 
any party; the instrument may be enforced according 
to its original tenor, or as to incomplete instruments, 
according to the authority given; a subsequent holder 
in due course may in all cases enforce the instrument 
according to its original tenor, and may enforce an 
incomplete instrument as completed. See page 245 
supra. 


An alteration is material if it changes the contract of 
a party to the instrument. 


Drawees in the alternative are allowed, thus changing 
the prohibition of NIL § 128. 

Anything not an international bill is now, in effect, an 
inland bill. 


See Comment 4 to § 3-511, Spring 1950 Draft. 


This section combines and rewords a number of NIL 
provisions on acceptance. A mere signature on a draft 
suffices. 

Acceptance must be on the draft. 

The provision of NIL § 134 for acceptance by separate 
instrument is omitted as obsolete. 

The provision for equivalence of a promise to accept 
and an acceptance is omitted as obsolete. 

The drawee is allowed to accept until the close of the 
next business day. Payment on presentment must be 
made before the close of that business day. Banks have 
rights of deferred posting and delayed return. 


“Acceptance” by retention or destruction is out. Re- 
fusal to return the instrument on demand is conver- 
sion, as is payment on a forged indorsement. The 
drawee’s liability is for the face amount, which is also 
presumed to be the liability of other convertors. A 
good faith agent is not liable for conversion personally 
but must turn over proceeds to his principal. § 4-302 
sets forth the liability of a payor bank for late return 
of an item. 

Where a draft is able at a fixed period after sight 
and the acceptor ils to date his acceptance, a holder 


may supply a date in good faith. 
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The term “qualified acceptance” is eliminated; con- 
sequences of an acceptance varying a’ draft are set 
forth in § 3-412. 

It is not a variance of acceptance to accept payable 
at any bank in the continental U.S. 

A variance stating that payment shall be made only 
at a particular place, assented to by a holder, does not 
discharge non-assenting drawers and indorsers. 

After a holder refuses a varied acceptance, the drawee 
may have his acceptance cancelled. The assent of the 
drawer or indorsers to variance must be affirmatively 
expressed. 

Requirements of presentment for acceptance are 
stated. A holder at his option may present any time 
draft for acceptance. 

This section states the circumstances when present- 
ment, notice of dishonor, and protest are necessary. 
This section sets limits to discharge because of delay 
in presentment and notice, except that discharge of 
indorsers is absolute. 

This section defines reasonable time for presentment 
and states the time of presentment. 

Presentment need be made only to one of two makers, 
acceptors or drawees. It may be made by mail or 
through a clearing house. 


Allowance is made for ‘‘a day which is not a full busi- 
ness day for either the person making presentment or 
the party to pay.” 

This section states the excuses for delay in present- 
ment, protest, or notice of dishonor; the circumstances 
are specified. 

See note to NIL § 147. 

Return of an instrument for lack of a proper indorse- 
ment is not a dishonor. The lan is changed to 
conform to new time allowances. 4-301. 


A foreign bill is defined as an international bill. Op- 
tional protest is permitted where protest is not man- 
ry. 


The protest may specify that notice of dishonor has 
been given to all parties or to specified parties. 

Protest may be made only by a U.S. consul or vice- 
consul, a notary, or a “person authorized . . . by the 
law of the place where dishonor occurs.” “Any re- 
spectable resident” with two witnesses, is dropped. 


Protest need not be made at the place of dishonor. 
See Comment 3 to § 3-509 in the Spring 1950 Draft. 
Information satisfactory to the protesting official is 
an adequate basis for protest. 

This section prescribes the evidentiary effect of a cer- 
tificate of protest or of certain notations on an instru- 
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ment, and of records of the drawee, payor bank, or a 
collecting bank. 


The specific provision for protest of a lost instrument 
is omitted. Comment 5 to § 3-509 in the Spring 1950 
Draft indicates that it is intended still to be possible. 
See § 3-804 for other provisions on lost, stolen, or 
destroyed instruments. 

The provisions for acceptance for honor are omitted 
as obsolete. See Comment 1 to § 3-410, Spring 1950 
Draft. 

See note to NIL § 161. 

See note to NIL § 161. 

See note to NIL § 161. 

See note to NIL § 161. 

See note to NIL § 161. 

See note to NIL § 161. 

See note to NIL § 161. 

See note to NIL § 161. 

See note to NIL § 161. 

Payment for honor as a separate procedure is elimi- 
nated, as anyone with the consent of the holder may 
pay or satisfy an instrument and thus upon surrender 
of it to him become the transferee. 

See note to NIL § 171. 

See note to NIL § 171. 

See note to NIL § 171. 

See note to NIL § 171. 

See note to NIL § 171. 

See note to NIL § 171. 

“Drafts in a set” must be numbered and expreésed to 
be an order only if no other part has been honored. 


A certificate of deposit is separately defined in § 3-104 
(2)(e). 


See note to NIL § 70. 


There is no obligation on a bank to certify. It may 
certify before returning a check for lack of proper in- 
dorsement; if it does so, the drawer is discharged. 
The drawee is not liable on the instrument until it 
accepts; but it remains subject to any letter of credit 
or other liability to the holder which is not an accept- 


ance. 
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NIL 
190 


191 


192 
193 


194 
195 
196 


197 
198 


UCC 
3-119 


3-120 


3-122 


UCC 
3-101 
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CHANGES OR CLARIFICATIONS 


This Article is to be known as “Uniform Commercial 
Cod mmercial Paper.” 


1-201 (3) [There are many new definitions; but summarizing 


1-201 (4) 


definition is certain to distort and will not here rhe 
attempted.] 


1-201(5) 

1-201(18) 
1-201(19) 
1-201(20) 
1-201(21) 
1-201(25) 
1-201(43) 
1-201(45) 


1-208 
3-102 
3-410 
8-303 
8-313 
None 


3-503(2) Some provisions are made as to “reasonable time.” 


None 
None 
1-103 


None 
None 


See note to NIL § 71, and § 1-204. 


“Unless displaced by the particular provisions of this 
Act, the principles of law and equity, including the 
law merchant and the law relative to capacity to con- 
tract, principal and agent, estoppel, fraud, misrepre- 
sentation duress, coercion, mistake, bankruptcy, or 
other validating or invalidating cause shall supple- 
ment its provisions.” 


NEW PROVISIONS 


“OrHeR Writincs AFFECTING INSTRUMENT. 

(1) As between the obligor and his immediate obligee or any 
transferee the terms of an instrument may be modified or affected 
by any other written agreement executed as a part of the same 
transaction, exce ;. that a holder in due course is not affected by 
any limitation of his rights arising out of the separate written 
agreement if he had no notice of the limitation when he took the 
instrument. 

(2) A separate agreement does not affect the negotiability of 
an instrument.” 


“INSTRUMENTS ‘PAYABLE THROUGH’ BANK. 

An instrument which states that it is ‘payable through’ a bank 
or the like designates that bank as a collecting bank to make 
presentment but does not of itself authorize the bank to pay the 
instrument.” 

“ACCRUAL OF CAUSE OF ACTION.” 
[This section codifies the rules in this area. A demand is re- 
quired on a certificate of deposit, whether it is a time or demand 
Certificate. ] 





ucc 


3-416 


3-510 


3-701—3-704 
3-802 


3-804 


3-805 
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NEW PROVISIONS 


“NEGLIGENCE CONTRIBUTING TO ALTERATION OR UNAUTHORIZED 
SIGNATURE. 

Any person who by his negligence substantially contributes to 
a material alteration of the instrument or to the making of an 
unauthorized signature is precluded from asserting the alteration 
or lack of authority against a holder in due course or against a 
drawee or other payor who pays the instrument in good faith and 
in accordance with the reasonable commercial standards of the 
drawee’s or payor’s business.” 

See page 246 supra. 

“CoNTRACT OF GUARANTOR.” 

[See footnote 48 supra]. 

“EVIDENCE OF DiIsHONOR AND Notice oF DisHonor.” 

[This section specifies the evidence of notice of dishonor. It 
may be protest, the stamp of a bank stating its refusal for reasons 
consistent with dishonor, or the book or record of the drawee, 
—- bank, or collecting bank kept in the usual course of its 

usiness, even without evidence as to who made the entry.] 


“COLLECTION OF DocuMENTARY Drarts.” 


“Errect oF INSTRUMENT ON OBLIGATION FoR Wuicu Ir Is 
Given.” 

[Where the creditor accepts a bank’s instrument on which there 
is no recourse against the underlying obligor the oe debt 
is extinguished. Otherwise the obligation is suspended. Taking 
an uncertified check does not discharge a surety if the check is 
a pore promptly under § 3-503(2). Taking a check reciting 

ull satisfaction discharges the underlying debt when the check is 
paid, unless the debtor took “unconscionable advantage.” These 
rules are variable by agreement.] 

“Notice To Tarp Parry.” 

[A defendant may notify one who may be liable on an instru- 
ment; and the latter may intervene and will be concluded by any 
judgment rendered. The person notified may we similar notice, 
with similar effect, to any person who may be liable over to him.] 
“Lost, DesTROYED OR STOLEN INSTRUMENTS.” 

[The owner may recover on proof of loss, etc., and, if ordered 
by the court, on indemnification.]} 

“INSTRUMENTS Not PayaBLE TO ORDER OR TO BEARER.” 

[This article applies to any instrument otherwise negotiable 
whose terms do not preclude transfer. But there can be no holder 
in due course of an instrument not payable to order or to bearer.] 
“LETTER OF ADVICE OF INTERNATIONAL SiaHt Drart.” 

[This section makes specific provision for a drawer’s communica- 
tion to a drawee that a described draft has been drawn; the 
effect of such a notice, or of its absence, is specified.] 

















Article 4—A Battle With Conigbaites 


Water D. Matcotm* 


The development and drafting of Article 4 may be characterized 
as a battle with complexity and the forced development of a solu- 
tion—under a time schedule. Time and history will tell whether the 
solution is sound. 

THE BACKGROUND SITUATION 


Before the advent of bank collection statutes the source materials 
for answers to problems arising in bank collections were principles 
of contract, agency and trusts.! Answers were dependent upon “the 
intention of the parties as determined by the significant factors 
present,’’? upon customs and usages* and other factors. Rights of de- 
positors varied substantially depending upon whether the bank was 
an agent for collection or a purchaser.‘ Such status was in turn 
affected by the form of indorsements, e.g. “for collection,’’ “for de- 
posit’”’ or in blank.® If it was necessary to use correspondent banks 
to collect an item, under the New York rule a forwarding bank was 
liable for any loss sustained by its depositor as a result of the negli- 
gence or default of a correspondent,® but under the Massachusetts 
rule the forwarding bank was not so liable if it exercised due care in 
selecting the correspondent.’ It was negligence for a collecting bank 





* B.S. University of Oregon, 1926; LL.B. Harvard University, 1929; member 
of the firm of Bingham, Dana and Gould, Boston; chairman of the Committee 
on Proposed Commercial Code of the American Bar Association since 1947. 
Mr. Malcolm has been closely connected with the drafting of Article 4. Because 
of his active part in drafting the Deferred Posting Statutes, his work with the 
Bar Association Committee concentrated on Article 4. During 1950 and 1951 he 
suggested a number of redrafts of particular sections which the Reporters later 
adopted. When, in May 1951, the Sponsors of the Code considered treating 
Article 4 in a special manner because of the failure to reach agreement, Mr. 
Malcolm volunteered a series of revisions of the Article. These revisions met with 
= _—— acceptance and led to the ultimate approval of Article 4 on Septem- 

r 15, 1951. 

1 See the following general treatments of the subject: 3 Scorr, Trusts §§ 533- 
538 (1939); 2 Patron’s Diarest or LeGau Opinions 1247-1381 (Rev. ed. 1944); 
6 Micuiz, BANKS AND BANKING c. 10 (1931); 8 ZoLLMAN, BANKS AND BANKING 
ce. 188-210 (1936). 

2 2 Paton’s Diacest 1251. 

36 Micuiz, BANKS AND BANKING c. 10, § 23. 

‘3 Scorr, Trusts § 533; 6 Micuie, Banks AND BANKING c. 10, §§ 1, 2, 15, 16; 
2 Paton’s Digest 1251 et seq. 

5 Ibid. 

6 2 Paton’s Digest 1298; 6 Micuiz, BANKS AND Banx1nG c. 10, § 57; 8 ZoLt- 
a, BANKS AND BANKING cc. 189, 190. 

7 Ibid. 
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to send an item directly to a drawee bank® or to receive other than 
cash or legal tender in payment.® Although it was recognized that 
after collection of an item a bank could mingle the cash or other pro- 
ceeds with its general assets, the authorities were divided as to 
whether upon collection the bank continued to be a trustee of the 
proceeds or became a debtor.!° Not until a decision of the United 
States Supreme Court in 1935," which held that upon collection of an 
item the trust or agency status of the bank terminated and it be- 
came a debtor for the amount of the proceeds, was it reasonably well 
settled that this was the law, at least in Federal courts.!2 Where there 
have been failures of initial or other collecting banks a number of 
cases have faced the problem as to whether the initial bank was a 
creditor of a later collecting bank and a debtor to the owner of the 
item, or held the claim against the collecting bank in trust for the 
owner.!* 

Upon this common-law base there has been erected during the last 
fifty years an increasing number of other special determinants of prob- 
lems arising in bank collection cases. The Uniform Negotiable Instru- 
ments Law promulgated in 1898 prescribed a few rules affecting the 
bank collection field. These included specific rules for presentment, 
notice of dishonor and protest. Another rule, later to become im- 
portant in deferred posting problems, was the requirement in Sections 
136 and 137 that the drawee decide within twenty-four hours whether 
it would accept a draft which was delivered and presented to it. In 
1929 the American Bankers’ Association sponsored the Bank Collec- 
tion Code which has now been enacted in eighteen states. The 
A.B.A. Code prescribed a quite extensive set of bank collection rules 
based almost entirely on the actual manner in which bank collections 
were performed. 

Prior to the promulgation and enactment of the A.B.A. Code, 
the practice had developed for banks to state in the form of legends 
on deposit tickets, bank statements, collection letters and acknowledg- 
ments of receipt of items the terms under which they would under- 
take collection of items. While the binding effect of these legends on 
customers was sustained in a number of cases,'* in other cases they 





8 2 Paton’s Dicest 1305 et seq. 

* 2 Paton’s Digest 1324 et seq. 

10 3 Scott, Trusts § 534. 

1 Jennings v. United States Fidelity & Guaranty Co., 294 U.S. 216 (1935). 

122 3 Scort, Trusts § 534. 

13 3 Scorr, Trusts § 536. 

142 Paton’s Dicest 1378 (Supp., Collection § 27). The text of the Act is set 
forth, id. at 1373. 

6 F.g., First National Bank of Denver v. Federal Reserve Bank, 6 F.2d 339 
(8th Cir. 1925) (deposit slip); Jefferson County Bldg. & Loan Ass’n. v. Southern 
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proved ineffective because of a factual finding that the customer had 
not assented to the terms.*® The American Bankers’ Association as- 
sisted in the development of these legends by recommending stand- 
ard forms and revising these from time to time.”” 

With the enactment of the Federal Reserve Act'* by the Congress 
in 1913, a new factor of major importance entered the bank collec- 
tion field. Section 16 of the Federal Reserve Act authorized the Board 
of Governors of the Federal Reserve System to require each Federal 
Reserve bank to exercise the functions of a clearing house for its 
member banks, and Section 13 of the Federal Reserve Act, as 
amended, authorized each Federal Reserve bank to receive checks 
and drafts from nonmember banks and trust companies for the 
purposes of exchange or collection. Pursuant to these powers and 
other powers conferred by the Federal Reserve Act, the Board of 
Governors of the Federal Reserve System issued and has amended 
from time to time Regulation G'® dealing with the collection of non- 
cash items and Regulation J®° dealing with check clearing and col- 
lection. Under the Federal Reserve Act and Regulations G and J 
the relative importance of Federal Reserve banks in the bank collec- 
tion system has grown to very substantial proportions.” If the Code 
is enacted, in major part ‘“‘intermediary banks’’ will be Federal Re- 
serve banks. 

In addition to Regulations G and J, individual Federal Reserve 
banks developed the practice of issuing so-called ‘‘operating letters.”’ 
These prescribe the terms and conditions on which each Federal 





Bank & Trust Co., 225 Ala. 25, 142 So. 66 (1932) (signature card and deposit slip) ; 
Semingson v. Stock Yards National Bank, 162 Minn. 424, 203 N.W. 412 (1925) 
(passbook); Farmers’ State Bank v. Union National Bank, 42 N.D. 449, 454, 
173 N.W. 789, 790 (1919) (acknowledgment of receipt of item); E. S. Macomber 
& Co. v. Commercial Bank, 166 S.C. 236, 246, 164 S.E. 596, 600 (1932); see 
Exchange National Bank v. Third National Bank, 112 U.S. 276, 289 (1884). See 
also 2 Paton’s Dicest 1300, 1318, 1326, 1368 and 1686. 

1% Ryan v. Columbia Nat’l Bank, 142 8.C. 231, 140 S.E. 593 (1927) (deposit 
slip). Cf. Los Angeles Investment Co. v. Home Savings Bank, 180 Cal. 601, 612, 
182 Pac. 293, 298 (1919) (passbook); Virtue v. Danbury State Bank, 205 Iowa 
392, 218, N.W. 58 (1928) (rule posted in lobby of banks). See 2 Paton’s Digest 
1300, 1318, 1326, 1368 and 1686. 
op. cit. supra. n 15. 

172 Paton’s Dicest 1366 (Supp., Collection § 26:2). 

18 38 Stat. 251 (1913), as amended, 12 U.S.C. § 221 et seg. (1946). 

19 12 Cope Fen. Rees. § 207 (1949). 

20 12 Cope Fen. Rees. § 210 (1949). 

21 From estimates made from research within the Federal Reserve System, in 
1949 the daily average dollar volume of commercial checks handled by Federal 
Reserve banks amounted to approximately $2,600,000,000 whereas the daily 
average debits to demand deposit accounts at all commercial banks in the United 
States amounted to approximately $5,500,000,000. While these two figures are 
not parallel and, therefore, not entirely satisfactory, as a basis of comparison, they 
— the important position held by Federal Reserve banks in bank collections 
today. 
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Reserve bank undertakes to handle items and state that banks for- 
warding items to the Federal Reserve bank do so on such terms. 
Sometimes banks forwarding items to Federal Reserve banks for 
collection are asked to agree in writing to these operating letters and 
payor and other banks receiving items from Federal Reserve banks 
are similarly requested to agree to them. Consequently, the operating 
letters are general agreements between each Federal Reserve bank 
and the banks utilizing its collection facilities with respect to how 
items will be handled. Since for one reason or another most commercial 
banks handling items accept the conditions imposed by the operating 
letter of the Federai Reserve bank in their own district and since 
the letters are, in general, uniform in each Federal Reserve bank and 
district (there are minor variations in the several districts to meet 
local conditions), these operating letters in effect constitute a standard 
manual of operations for bank collections throughout the country, 
particularly, in interstate, intercity and intertown operations. 

As Federal Reserve banks perform an important function in inter- 
state and intercity collections, clearing house associations and clear- 
ing house rules perform somewhat similar functions within single 
cities and metropolitan areas. Within such individual areas they are 
as important and as useful as the Federal Reserve System is through- 
out the country as a whole. 

Within the last fifty years there have also been enacted in a sub- 
stantial number of states a variety of miscellaneous statutes dealing 
with isolated phases of the bank collection process or with subjects 
fairly closely related to it. Some of these statutes enact rules ap- 
pearing in the A.B.A. Code. Others enact other rules. Examples of 
the rules so enacted and the number of states adopting them, either 
as a part of the A.B.A. Code or by separate statute, include: The 
Massachusetts rule of non-liability for misconduct of correspondents 
has been enacted in twenty-three states.** Forty-three states spe- 
cifically approve forwarding items directly to drawee or payor 
banks* and twenty-five states approve taking a bank draft as provi- 
sional payment for an item.** Twenty-three jurisdictions provide 
statutory rules of liability of a bank for wrongful dishonor.* Twenty- 





#2 2 Paton’s Dicest 1299. 

23 2 Paton’s Digest 1320-1322. 

™ 2 Paton’s Digest 1328-1330. 

%U.C.C. § 4-402. (Final Text Edition); U.C.C. § 4-204, Comment 1 (1950). 
Hereafter in text and footnotes reference to particular drafts will be as follows: 

1946—A mimeographed preliminary draft completed December 30, 1946 for 

discussion at meeting of Reportorial Group, January 2, 3, 4, and 5, 1947. 

1948—Printed pamphlet draft of Article III dated April 15, 1948 considered at 

Annual Meeting of The American Law Institute in Joint Session with the 
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nine states have statutes dealing with stop payment orders.** Twenty- 
six states have statutes dealing with payment of checks outstanding 
for various periods of time.?” Seven state statutes deal with payment 
of checks for a short period of time after the death of the drawer.** 
Statutes in thirty-seven jurisdictions prescribe a customer’s duty to 
discover and report forgeries and alterations.2® The practice of de- 
ferred posting whereby a drawee or payor bank sorts and proves 
items received by it on the day they are received, e.g. Monday, but 
does not post the items to the customer’s account or return “not good’’ 
items until the next day, e.g. Tuesday, has been approved by statutes 
in forty-one states.*° . 

In addition to the foregoing, a substantial number of banking 
usages are uniformly or widely practiced throughout the country, 
sometimes without benefit or support of statute or judicial decision 
of any kind and only partially covered by agreement. One of the 
most interesting and important of these is the usage of handling the 
great bulk of items as so-called ‘‘cash items.’’ Under this usage credits 
are promptly entered for items as received and handled even though 
they have not been collected and may never be collected. This prac- 
tice has probably grown up because of the desire for speed in the 
collection process coupled with the fact that experience has estab- 
lished that better than 99.5% of all items handled are paid in normal 
course.*! To guard against the contingency of nonpayment the under- 
standing is that the credit so entered is provisional and may be 
reversed if the bank entering it does not itself receive final payment. 
Provision is made for charge-back by agreement and in the A.B.A. 
Code, by statute,** but what has largely been ignored in legal thinking 
to date is that in the 99.5% of items which are finally paid, at some 





aes ee of Commissioners on Uniform State Laws, May 20, 21 
and 22, 1948. 
1949—Complete printed draft of Text and Comments of entire Code desig- 
nated May 1949 Draft. 
1950—Complete printed draft of Text and Comments of entire Code, desig- 
nated Text and Comments Edition, Spring 1950. 
Spring 1951—Complete printed draft of Text (without Comments) designated 
Text Edition, Spring 1951. 
Final Text Edition—Complete printed draft of Text (without Comments) desig- 
nated Final Text Edition, November 1951. 
* U.C.C. § 4-403 (Final Text Edition); U.C.C. § 4-402, Comment 1 (1950). 
27U.C.C. § 4-404 (Final Text Edition); U.C.C. § 4-201, Comment 4 (1950). 
%U.C.C. § 4-405 (Final Text Edition); U.C.C. § 4-203, Comment 1 (1950). 
29 U.C.C. § 4-406 (Final Text Edition); U.C.C. § 4-205, Comment 1 (1950). 
3° Paton’s Dicest 13 (Supp., Collection § 27). 
1In connection with a study of practices affecting deferred posting, the 
Federal Reserve Bank of Boston reported in 1947 that ss year 1946 dis- 
honored items represented 40/100ths of 1% of all items handled by the Federal 
Reserve Bank of Boston and in dollar amount involved 27/100ths of 1%. 
# A.B.A. Bank CoLLectTion Cops § 2; 2 Paton’s Dicsst 1373. 
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point of time the provisional credit automatically becomes final. The 
importance of distinguishing between provisional and final credits 
and of the shift from one to the other will be shown later. 

Another country-wide usage may be stated most easily in the nega- 
tive. Settlement or payment for items between banks in cash or “legal 
tender’”’ has not been used for many years in any substantial per- 
centage of collections. Of course, currency and cash are used by banks 
in over-the-counter transactions but in settlements between banks 
they are on the way to being as extinct as the dodo.* 

In general this was the background situation that faced the Code 
draftsmen as they set themselves to draft an Article 4. This com- 
bination of common law, state and Federal statutes, Federal Reserve 
regulations and operating letters, clearing house rules, agreements 
and usages produced the rules governing bank collections. Under this 
body of rules perhaps as many as 25,000,000 items a day were mov- 
ing through bank channeis. That such rules worked reasonably well 
was established (and is today) by the fact that this tremendous 
volume was being processed daily with hardly anyone being aware 
that the process was going on. Yet when bank collection problems 
reached the courts from time to time, in a number of instances the 
decisions evidenced a lack of awareness of how the process worked 
and resulted in the court drawing upon rules which were not abreast 
of what actually was taking place.* 


GENERAL APPROACH OF THE CODE 


Judging by the end product of Article 4 itself and the Comments 
to the Article, the general approach adopted in drafting the Article 
was something as follows. The movement of perhaps 25,000,000 
items through bank channels every business day was a volume opera- 
tion of tremendous proportions. Such operation was primarily me- 
chanical and the rules governing it similarly should be largely 
mechanical. Rules laid down would probably be of more value if 
they gave quick, clear-cut answers to the customers and banks inter- 
ested in the collection of items than if they stated broad general 





33 The writer is informed that the Federal Reserve Bank of New York no longer 
receives any remittances in cash or currency. The Federal Reserve Bank of Boston 
still receives some remittances in currency from a few non-member banks because 
under an operating letter of that bank such non-member banks do not assume the 
expense or risk of loss on shipments of this type and hence use it as a means of 
getting rid of surplus cash. However, in October 1951 out of total remittances 
of $4,697,938,990.17 to the Federal Reserve Bank of Boston only $18,484,132 
were in cash or currency. 

3 Federal Reserve Bank of Richmond v. Malloy, 264 U.S. 160 (1924); Utah 
Construction Co. v. Western Pacific Ry., 174 Cal. 156, 162 Pac. 631 (1917). 
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principles from which courts or lawyers could reason their way to a 
result. An examination of the actual existing rules as they have de- 
veloped in the last fifty years in Federal Reserve operating letters, 
in clearing house rules and in state statutes of the kind mentioned 
above, indicates a marked trend toward such mechanical rules. The 
Code should follow this trend. 

Meritorious though this objective of prescribing clear-cut rules 
might be, the difficulties attached to it were tremendous. These diffi- 
culties might be illustrated by two hypothetical cases. 


Case 1. A and B of Chicago, Illinois, both carry accounts in the 
X National Bank of Chicago. B owes A $10 and pays this bill by 
his check for $10 on the X National Bank. A deposits the check 
for credit to his account in the X National Bank. 


Case 2. An orange grower in Morina, California, sells a quantity 
of oranges to a wholesale grocery concern in Presque Isle, Maine. 
In payment, the Maine buyer draws its check for $5,000 on the 
Presque Isle Trust Company payable to the orange grower and 
mails it to the latter. Upon receipt the orange grower deposits this 
check in his account with the Morina Trust Company. The Morina 
Trust Company forwards the check to its correspondent bank in 
San Diego, the San Diego National Bank, for collection and credit. 
The San Diego National Bank forwards the check to the Federal 
Reserve Bank of Los Angeles for collection and credit. The Federal 
Reserve Bank of Los Angeles forwards the check by air express to 
the Federal Reserve Bank of Boston for collection and credit. The 
Federal Reserve Bank of Boston mails the check directly to the 
Presque Isle Trust Company. The operating letter of the Federal 
Reserve Bank of Boston under which the item would be forwarded 
to the Presque Isle Trust Company authorizes payment either by a 
remittance or by an authorization to charge the account of the 
Presque Isle Trust Company with the Federal Reserve Bank of 
Boston, depending upon whether the hypothetical Presque Isle 
Trust Company is a member of the Federal Reserve System and 
perhaps other factors. 


Case 1 is one of the simple types of bank collection cases, al- 
though even this case presents some puzzling problems. Case 2 rep- 
resents one of the more complicated types of bank collection cases. 
If one multiplies these two types of bank collection cases many mil- 
lions of times with an almost infinite variety of combinations of facts 
and parties, either of the Case 1 or the Case 2 type or somewhere 
between, and with such types of collection going on all over the en- 
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tire United States during every business day, a rough mental image 
of the bank collection problem may arise. Difficulties in framing the 
rules governing the process arise from the almost infinite number of 
combinations of parties and facts; from the fact that if one concen- 
trates, for example, on the relationship between the customer and 
the depositary bank, conclusions drawn from this relationship affect 
other relationships; from the fact that the status of collecting banks 
is basically quite different from that of payor banks; and from many 
other puzzling considerations that continually play tricks on the 
reasoning process.*® 

Here then was the extremely complex commercial mechanism for 
which the Code draftsmen undertook to state a uniform set of rules 
and in doing so to rationalize the process in some degree. From this 
range of common law, state and Federal statutes, Federal Reserve 
regulations and operating letters, clearing house rules, agreements 
and usages there was to be drawn a set of rules suitable for enact- 
ment by state legislatures and, perhaps, by Congress. A major task 
was to decide where to draw the line as between general principles 
and detailed working rules; or expressed in another way, as between 
major rules and minor rules. 

It might be thought that a major problem was the settlement of 
issues on class lines, with banks being in one class and their customers 
in another. To the extent that the writer could observe or assisted 
in the drafting process, any such “class’”’ problem was of minor sig- 
nificance. In the writer’s observation, the major task was consistently 
that of penetrating the complex maze of the bank collection mechan- 
ism; the contest was between the reasoning process and the com- 
plexity of the problem. The continuing, difficult, baffling and dis- 
couraging task was at all times one of comprehending and under- 
standing the process, isolating the overall and the various subsidiary 
problems and the stating of accurate rules to solve them. 

The history of the development and drafting of Article 4 confirms 
this conclusion. In instance after instance a rule was stated in a draft 
which it was hoped would nicely and clearly solve a problem, only to 
have the draftsman discover himself, or have someone else point out, 
that the rule simply wouldn’t work under some circumstances or in 
some situations. One illustration of this trial and error process may 
be helpful at this time, although many of the more detailed examples 
of changes mentioned below illustrate the same principle. 

In the 1949 Draft, Section 3-604 defined an “inter-bank transfer 
order,”’ and the Bank Collection part of Article 3 of that draft had a 


% Complexity of the problem is illustrated in 3 Scorr, Trusts §§ 533-538. 
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number of special rules applicable to inter-bank transfer orders.™* 
The concept behind this definition and the rules related to it had 
some historical analogy in the so-called British ‘cross cheque’’ sys- 
tem,*’ and from a logical point of view had a great deal of merit in it. 
There seemed to be much common sense in recognizing certain special 
attributes to settlement instruments used between banks and giving 
them a special name and status. However, when operating men en- 
gaged in handling bank collections reviewed the early drafts, and 
started to apply the provisions regarding inter-bank settlement or- 
ders** against their actual operations, problems began to appear which 
upon further study and analysis proved to be almost insurmountable. 

Assume that a particular bank handled 100,000 items a day. This 
very substantial volume could only be processed on a straight me- 
chanical flow operation where most of the work would be done by 
machines and machine operators. The problem immediately arose as 
to how inter-bank settlement orders flowing through this machine 
operation, with special rules attached to them, could be distinguished 
from ordinary checks or drafts. If they were not readily distinguish- 
able, the machine operator handling from 2,600 to 5,000 items per 
day*® would be unable to sort them for special handling. This im- 
mediately raised the problem as to how they should be distinguished. 
Should they be a special color, or should they have certain special 
words printed on them, and if the latter, in what size type and in 
what position? Should such requirements of identification be included 
in the Code? Was this not too much a matter of detail to be the sub- 
ject of legislation in forty-eight states? What if only half the states 
enacted the Code? What would be done about a bank draft serving 
the function of a settlement order originating in a state having no re- 
quirement as to the form of settlement orders? 

-The statement of these difficulties illustrates the quagmire nature 
of the problem—the more you struggle to extricate yourself the more 
enmeshed you become and the deeper you sink in the quagmire. In 
due course, the realization came that there was only one thing to do 
and that was to abandon the effort completely, and this was done 
after the Spring 1950 Draft.*° No reference to inter-bank settlement 
orders appeared in the September 1950 revisions of the Article.“ 


3% Name changed to “Interbank Settlement Order” in U.C.C. § 4-106 (1950). 

37 U.C.C. § 3-619, Comment 1 (1949). 

38 U.C.C. §§ 4-106, 4-304(2) (a), 4-403(a), 4-501(3) (1950). 

39 U.C.C. Comments, p. 53 (1948). Current inquiries indicate the average is 
nearer 5,000 items per day. 

40 U.C.C. § 4-106 (1950). 

“U.C.C. September 1950 Revisions of Articles 2, 4, and 9. 
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APPROACH TO SPECIFIC PROBLEMS 
Rigidity versus Flexibility 


Closely related to the general difficulty of finding one’s way 
through the maze of complexity is the related problem of rigidity 
versus flexibility. This general problem has in fact been one of the 
major issues in the entire Code, but no more apt illustration of the 
importance of the problem appears than in Article 4. The tracing 
of the pertinent provisions in Article 4 and its predecessor drafts 
shows a steady progression from rigidity to flexibility, and in fact 
Article 4 may be said to be the spearhead of all the articles in this 
connection. 

In the 1946 Draft, Section 1, entitled “Finding and Declaration 
of Policy,” first stated a general policy of speed and certainty in 
bank collections and then stated that such policy justified and re- 
quired standardization of contracts of deposit and collection as 
provided in the Article. Section 2 then provided specifically that any 
provisions of the Article not expressly subject to variation by agree- 
ment were not subject to modification by contract. The various 
sections of this draft included a number of instances where the words 
“unless otherwise agreed’’ appeared, but in the great majority of 
provisions these words were absent, with the result that the great 
majority of provisions were mandatory and could not be varied by 
agreement. In the 1948 Draft, Bank Collections were covered by 
Part VII of Article 3. In this draft no specific provision with respect 
to variation by agreement appeared either in Part VII or in Article 
3 as a whole, but presumably at that time Article 1 contained a gen- 
eral provision stating in effect that all rules enunciated in the Code 
were mandatory and could not be waived or modified by agreement 
unless qualified by the words “unless otherwise agreed.’’“* This status 
continued through the 1949 Draft. 

However, in the 1950 Draft, Section 4-103 provided that ‘‘not- 
withstanding Section 1-107, the rights and obligations provided in 
this Article may be waived or modified by agreement except 
that. . . .’”” The section then went on to limit variations by agreement 
in four specified situations, namely, (1) agreements relieving a bank 
of liability for its own negligence, (2) agreements authorizing remit- 
tance in the form of a payor bank’s own primary obligation, (3) agree- 








® In Article 4 the trend toward flexibility first appeared in Section 4-103 of the 
1950 Draft, whereas in Article 1 a corresponding shift in Section 1-102 did not 


ne until the Spring a Draft. 
C.C. §§ 1 and 2 (1946). 
“UGE. § 1-108 (1949); U.C.C. § 1-107 (1950). 
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ments extending time limits provided by the Article, and (4) agree- 
ments varying the stop payment provisions of the Article.“ Sub- 
stantially this same provision continued in Section 4-103 of the 
Spring 1951 Draft, but in the September 3, 1951 Pamphlet Draft of 
Article 4, Section 4-103 was further modified to provide that the 
effect of all provisions of the Article could be varied by agreement, 
excepting only “that no agreement can disclaim a bank’s responsi- 
bility or limit the measure of damages for its own lack of good faith 
or failure to exercise ordinary care.’’“* This was the form in which 
the matter of variation by agreement was finally left in the approval 
of Article 4 by the sponsoring organizations on September 15, 1951.*7 

The maintenance of flexibility in the provisions of Article 4 and 
its predecessor drafts was strongly urged by various groups at various 
times. Under date of April 5, 1949, a special committee of counsel of 
the Federal Reserve banks, in a memorandum of comments delivered 
to the Sponsors,‘* urged preservation of flexibility.4* Under date of 
December 16, 1949, a subcommittee of the Joint Committee on the 
Uniform Commercial Code of the New York State-Bar Association 
and the Association of the Bar of the City of New York, in comment- 
ing on the October 1949 Draft, stated that the bank collection pro- 
visions were so rigid as to have a strait-jacket effect upon a large part 
of the day-to-day operations of bank collections and upon the tradi- 
tional procedures for changing practices to meet changing condi- 
tions and new problems.* In his article in the Duke University Sym- 


 U.C.C. § 4-103 (1950). 

“ U.C.C. § 4-103 (September 3, 1951, Pamphlet Draft). 

47 U.C.C. § 4-103 (Final Text Edition). 

48 For convenience the American Law Institute and The National Conference 
of Commissioners on Uniform State Laws are referred to as “‘the Sponsors.” 

4° This unpublished report said in part: 

It is of major importance that any legislation dealing with bank collec- 

tions should not restrict the right of interested parties to make contractual 

arrangements at variance with the statutory provisions except in very 

limited instances. Restriction of the freedom of contract would have serious 

implications, including impairment of the discharge by the Federal Reserve 

System of its statutory obligations. The System must be left free to serve as 

a clearing house and collecting agent for banks in accordance with the Federal 

Reserve Act and appropriate regulations and contractual arrangements 

pursuant thereto. We ro eee that any such arbitrary limitations upon the 

administrative freedom of the Federal Reserve System as those contained in 

or implied by the provisions of that portion of the proposed code dealing with 

bank collections would not serve the best interests of depositors, or of banks, 

or of the public generally. 

50 This unpublished report said in part: 

The approach of the draftsmen seems to be that if the Code is to cover 

bank collections, it must cover the subject like a blanket or it is not a code. 

We do not agree. The result is that the draftsmen have attempted to codify 

bank collection procedures thereby placing in a statutory strait-jacket a 

large part of the day by day working operations. No matter how well this is 
done, the language may be found to have gone too far or not far enough. 
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posium, Robert H. Brome ably pleaded for flexibility.** The Commit- 
tee on the Proposed Commercial Code of the Section on Corporation, 
Banking and Business Law of the American Bar Association urged 
reconsideration of Section 1-107 of the 1950 Draft.” 

Why is flexibility important? Because of the complexity of the 
subject matter, stressed above, and the certainty that whatever may 
be the practice today, there is certain to be change tomorrow. In 
fact, the complex nature of the subject matter and the difficulty of 
drafting rules that today appear to be satisfactory suggest the ex- 
treme naiveté of thinking that these rules will remain immutable and 
continually wise throughout the years that the Code may be law. 
With perhaps 25,000,000 items being handled every day and with the 
infinite variation in facts and parties suggested above, there is a 
touch of King Canute ordering back the waters in thinking that the 
rules that have been evolved with so much difficulty will remain good 
in all situations to which they apply throughout the period during 
which the Code might control, e.g. fifty and perhaps more years. 

Assume, therefore, that flexibility is essential. How should it be 
maintained? The actual method operative at common law is com- 
plete freedom to vary by agreement, except in a quite small and 
narrow area where the agreement may be so unconscionable as to be 
contrary to public policy.* This same policy is stated in European 
codes.™ On the important matter of passage of title, the present Uni- 
form Sales Act adopts the same rule. The model deferred posting 





In addition, such a codification severely limits the area within which, in tradi- 

tional fashion, practices and procedures may change to meet changing condi- 

tions and new problems, and our common law may grow and develop with 

such changes. 

5t Brome, Bank Deposits and Collections, 16 Law & Contemp. Pros. 308, 
310-314 (1951). 

526 Tue Business Lawyer 119, 131 (1950). 

53 See 5 Winuiston, Contracts 4557 et seg. (Rev. ed. 1937). 

5 Professor Von Mehren of the Harvard Law School has been good enough to 
furnish the following excerpts and translations from European Codes: 

Article 19 of the Swiss Code of Obligations 
Within the limits of the law (Gesetzes, loi) the parties may contract as they 


Agreements (Vereinbarungen, conventions) ni from provisions of 
law are valid only in cases where the law has not laid down an invariable 
rule and where the deviation does not go against public policy tone morals 
or infringe upon the a of personality (Recht der Persénlichkeit, droits 
attachés 2 la personnalité). 
Article 6 of the French Civil Code 

Laws (lois) relating to public policy and to good morals cannot be deviated 
from by private agreements (conventions particulieres). 
5 Unirorm Sazes Act § 19. 
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statute promulgated by the American Bankers’ Association spe- 
cifically permits variation by agreement.™ 
In bank collections, however, the problem does not end with mak- 
ing provision for variation by agreement. There are further difficulties. 
With the tremendous volume of items being handled, bank collec- 
tions are and must remain a mass production operation. This means 
that all agreements must be on standard forms, except for the few 
special cases that do not fit into the standard operation. It follows 
then, that except for these few special cases, the standard form of 
agreement must be suitable to, and apply to and control all types of 
items being handled and all types of situations encountered. If reli- 
ance is placed upon agreements as the control medium and the agree- 
ments cover only 80% of items handled, they have definite value as 
to that 80% but as to the remaining 20% the situation is not covered. 
This problem is an actual and recurring one in bank collections. In 
the hypothetical Case 1 postulated above*’ it is a simple matter for 
the X National Bank of Chicago to have a standard form of agree- 
ment binding on both A and B. A legend on the signature card signed 
by each of A and B will serve this purpose. Similarly, the same legend 
on the deposit ticket signed by A and on the bank statement sent 
to B, prescribing how the bank will handle B’s check deposited by 
A, should bind both A and B. But in Case 2, how is the Presque 
Isle Trust Company to be certain that an agreement stating how it 
will handle items drawn on it will be binding on the orange grower 
in Morina, California? The Presque Isle Trust Company has direct 
dealings with only two parties, its own depositor (the buyer of the 
oranges in Presque Isle) and the Federal Reserve Bank of Boston. 
While it can contract with each of these parties, how is it to effect 
a binding contract with the seller of the oranges or any of the Cali- 
fornia banks? Perhaps a contract made by the Federal Reserve Bank 
of Boston with respect to the item will be binding on the prior 
parties, but can the Maine bank be sure?5* The answer depends on 
many things—the form of contract between each party and bank 
in the chain from the seller of the oranges, through the California 
banks to the Federal Reserve Bank of Boston; perhaps upon bank- 
ing usages in California and Boston; perhaps upon the law of Cali- 
fornia, Massachusetts or Maine. And even if the Maine bank or 
its lawyer could satisfy itself as to this particular California, Boston 





5 Patron’s Digest 1 (Supp., Collection § 27). The Michigan statute printed 
therein is substantially the Toon of Deferred Posting Statute recommended. 
57 Supra, p. 271. 
58 This conclusion was assumed, “for the purposes of the argument” but was 
not flatly decided in Federal Reserve Bank v. Malloy, 264 U.S. 160, 167 (1924). 
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and Maine combination, how about all the myriad other possible 
combinations? 

This reasoning leads to two conclusions. The first one is that at 
best, agreements as devices to control bank collection practices are 
definitely limited in their effectiveness. The probable result is that 
individual banks will move slowly to replace Code provisions with 
alternative procedures protected only by agreements of the ordinary 
type, e.g. legends on deposit tickets or signature cards. Consequently, 
if Article 4 has stated reasonably fair and workable rules it may be 
expected that banks and depositors alike will be delighted to have 
them and will have little reason or desire to vary the rules by contract. 


The second conclusion is that insofar as it may be absolutely vital 
to change some of the operating rules laid down by Article 4, as a 
result of changing conditions through the years or other causes, 
freedom to vary by agreement, in the ordinary sense, is not too effec- 
tive as a preservative of flexibility. Should Maine adopt the Code 
and one of the rules prescribed in Article 4 become absolutely un- 
workable, the Presque Isle Trust Company, acting by itself, would 
certainly experience difficulty in escaping from that rule solely by its 
own contracts. 

To meet this situation Section 4-103(1) now provides for variation 
by two different types of agreement, namely, general and special, 
with each of these terms being defined in Section 4-104.5® Special 
agreement must be between “‘affected parties.’”? In Case 2 a special 
agreement could vary the Code if the orange grower authorized the 
Morina Trust Company and other collecting banks to make agree- 
ments binding on him, or if the law of California so provided; an 
agreement by the Federal Reserve Bank of Boston with respect to 
the item would be such a special agreement. However, there would be 
no special agreement binding on the orange grower if the Federal Re- 
serve Bank of Boston had no authority to bind the orange grower by 


agreement. 


5* The definitions appearing in Section 4-104(1) are: 

(g) “General Agreement” means Federal Reserve regulations or operating 
letters, p Fan. house rules, or the like; 

(1) “Special Agreement” means an agreement between affected parties with 
respect to particular items or particular situations. 

6 The standard form of collection agreement between banks and customers 

recommended by the American Bankers’ Association specifically provides that: 

Items and their proceeds may be handled by any Federal Reserve Bank in 

accordance with applicable Federal Reserve rules, and by this Bank or any 

correspondent, in accordance with any common bank usage, with any prac- 

tice or procedure that a Federal Reserve bank may use or permit another 

bank to use, or with any other lawful means. Paton’s Digest (Supp., Col- 

lection § 26:2). 
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On the other hand if the Federal Reserve Bank of Boston has 
issued a general operating letter and agreed with the Presque Isle 
Trust Company that such letter would control all items presented on 
payor banks by the Reserve Bank, such operating letter would be a 
general agreement which would be binding on the orange grower 
whether or not he had authorized it or knew anything about it. Such 
a general agreement could effectively vary provisions of the Code. 
Here was the final concession to flexibility. The decision was realistic 
and seems clearly advisable. The certainty of changing conditions, 
the danger of rigidity and the absolute necessity of effective mechan- 
isms to adjust to changing conditions outweigh many times any risk 
of abuse by Federal Reserve banks and banks agreeing with them. 
The same conclusion is justified in the case of clearing house rules. 

Should this judgment be wrong, the power so to vary by agreement, 
conferred by the legislature, can be taken away by the legislature. 

Insofar as any single action taken by the Sponsors was responsible 
for changing hostility to Article 4 to acceptance or approval of it, 
concessions to the principle of flexibility were unquestionably more 
important than anything else. The foregoing is an outline of the rea- 
sons supporting this policy. 


A Priori to A Posteriori 


Just as the evolution of drafts evidenced a progression from rigidity 
to flexibility, such evolution also evidenced a steady progression from 
the a priori approach to one much more a posteriori or empirical. 

No criticism is directed at the draftsmen for the original a priori 
approach. If ever it was appropriate to review the entire field of 
bank collections, reexamine principles, consider the direction of prior 
developments and also think of broad equities, the drafting of a new 
Code was that time. There is no doubt, however, that in instance 
after instance suggestions in early drafts of new procedures changing 
or reversing existing practices were abandoned and the existing 
practices were adopted in later drafts, even though logical arguments 
were available to support the suggested change. In the writer’s 
observation this was not so much due to a dislike of change on the 
part of those in the field as it was to the fact that the collection 
mechanism was so complex and delicate that efforts to change it in 
any important respect were likely to throw the whole mechanism 
out of line. Certainly an important change in one area was almost 
certain to require some changes in other areas. 


In consequence, as presently drawn, Article 4 closely approximates 
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existing practices. Some of the specific problems discussed below will 
illustrate this progression from a priori to a posteriori. 


“Proper Handling’’—“Ordinary Care”’ 


Evolution of the terms “proper handling,”’ “ordinary care’’ and 
related terms through the various drafts is interesting of itself and 
also because it is indicative of the evolution of the Article as a whole. 

In an early draft the terms “proper’’ or “improper handling”’ 
their derivatives appeared only once: 

A bank improperly handling a cash item is liable to all prior 
banks and to the depositor for all losses directly and naturally 
flowing therefrom." 


At this stage the term in no way had the “word of art’’ significance 
acquired in later drafts. In this draft related terms such as “negli- 
gence,’’ “‘diligence,’’ “‘ordinary care”’ do not appear. This treatment, 
coupled with the quite detailed rules of the draft and the objective 
of standardization previously referred to suggests the intention that 
the specific rules would make unnecessary determination by the 
courts of questions of negligence and that all failures to comply with 
the rules stated constituted improper handling. 

In the 1948 Draft “proper handling’’ was used only once and that 
was in the statement of a rule of damages for “‘default’’ by a bank in 
handling an item.® 

In the 1949 Draft, in prescribing a bank’s responsibility for col- 
lection, “‘diligence’’ was required and a bank was said to be liable for 
‘negligent transmission of items.’ However, “improper handling”’ 
was used in dealing with responsibility for correspondents® and with 
methods of forwarding,* in connection with dishonoring items 
and again in stating a rule of damages for “‘failing to handle an item 
in accordance with’’ the Article.** In this draft, therefore, the term 
was serving two functions, the first to characterize certain specific 
conduct as good or bad and also in a “catch-all’’ sense, having refer- 

61 U.C.C. § 22 (1946). 

® See note 43 supra. 

8 U.C.C. Art. III, § 731(1) (1948) reads as follows: 

Where a cash item is not collected due to default of any bank handling the 

item, such bank is liable to its transferor or any prior party for the amount 

of the item diminished by any amount whic pont not have been col- 
lected even though the item had been properly handled. The burdenJof 
establishing any reduction is on the defendant bank. 

* U.C.C. § 3-614(2) and (3) (1949). 

.C. § 3-616 (1949). 

.C. § 3-617(2) (1949). 
.C. § 3-629(4) (1949). 
-C. § 3-641(1) (1949). 
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ence to all conduct in violation of, or not in accordance with, the 
provisions of the Article. 

In the 1950 Draft the term “improper handling’’ was again used 
in connection with certain specific rules of conduct,®® and also in a 
“catch-all’’ sense.7° This draft also, in one or two instances, specified 
“diligence’’ or “negligence’’ as standards of conduct.” 

In the Spring 1951 Draft ‘improper handling’”’ was again used in 
connection with certain specific rules of conduct” and also in a 
“catch-all’’ sense.”* This draft also attempted a specific definition: 


“Improper handling’ means any failure to handle an item in 
accordance with this Article or any general or special agreement 
of the affected parties applicable to the item.” 


In this draft ‘‘diligence’’ was still used in one provision,” “‘negligence’’ 
was abandoned, but ‘“‘carelessness’’ was used in another section.” 

This trial and error process was not indicative of any careless or 
haphazard selection of terms. It represented a sincere yet frustrating 
effort to select appropriate standards to measure the conduct of 
banks in handling 25,000,000 items a day. As indicated by the above 
record, use of the phrase “proper” or ‘improper handling” evolved, 
but carried with it at least two dangers. The first one was the con- 
struction that might be placed upon such new phrases by the courts. 
The second was more serious, namely, the possibility that any con- 
duct not complying with procedures affirmatively approved, regard- 
less of how legitimate it might be, constituted improper handling. 
Hostility to early drafts of Article 4 on the part of banks, instinctive 
and unconscious as well as vocal, was traceable in considerable meas- 
ure to this type of concern.”” 

Further, in this trial and error process reference was continually 
made, either consciously or unconsciously, to one case, namely Federal 
Reserve Bank of Richmond v. Malloy.”* In that case the Supreme Court 
of the United States held that it was improper, in the absence of an 
agreement, for a collecting bank to accept in payment of a check 

6° U.C.C. §§ 4-306 (responsibility for correspondents), 4-308(2) (methods of 
forwardin ing), 4-401(2) (failure to collect mail) (1950). 

7 U.C.C. §§ 4-103(3) (variation by oneal 4-207(4) (right of charge back 
not affected), 4-503 (measure of damages) (19 

1 U.C.C. §§ 4-103(1) (a) (“‘negligence,”’ Vdiligerce”), 4-312 (“diligence’’) (1950). 

2 U.C.C. §§ 4-202(2) (responsibility for correspondents), 4-203(2) (methods of 
forwarding), 4-204(3) (giving instructions) (Spring 1951). 

%U.C. 8 4-103(1)(a) and (2), 4-213(4)(b pe 1951). 

“UCC. § 4-103(2) (Spring 195 

% U.C.C. § 4-202(1) (Spring 1951). 

% U.C.C. § 4-103(1)(a) (Spring 1951). 
asst Brome, Bank Deposits and Collections, 16 Law & Contemp. Pros. 308 n.21la 
78 264 U.S. 160 (1924). 
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anything other than actual currency. The Court in that case was, of 
course, far behind the times,’® and the conclusion of the case has been 
corrected by statute, contract and regulation. However, if it was pos- 
sible for a court to strike down as improper what was in fact a country- 
wide practice, it was vitally important to have Article 4 as clear as 
possible as to what conduct was proper and also to preserve a means 
of correcting any decision like the Malloy case, if it should be 
rendered. 

Judged in this light the use of ‘‘improper handling,”’ ‘‘diligence,”’ 
‘“negligence,’’ ‘‘carelessness’’ and related terms still produced an un- 
satisfactory and confused result in the Spring 1951 Draft. The at- 
tempt to define “improper handling’’™ had the effect, not only of 
showing such definition to be defective, but also of pointing up the 
problem. Under such definition, any handling of an item in a manner 
not covered by the Article or by a general or special agreement 
regardless of how legitimate it might be, was “improper handling.” 
Further, it was not clear what was meant by “in accordance with the 
Article.’’ Did this mean the two or three kinds of action specifically 
stated to be improper handling, or did it also mean any kind of action 
that was not specifically approved? If the latter, then there would be 
the height of rigidity, and general or special agreements would be a 
“‘must”’ for every kind of action not specifically approved. The ob- 
vious result would be that the Article would fail in one of its prin- 
cipal goals, namely, decrease of special and general agreements. 

The solution of these problems in the Final Draft was to abandon 
all the special terms discussed above and revert to the phrase used 
in the A.B.A. Code, ‘failure to exercise ordinary care,’’ and to use 
this same phrase consistently;*! to state certain things which con- 
stitute ordinary care® but to make it clear that no attempt was being 
made to cover everything;* and to affirmatively provide that ap- 
proval of certain procedures by the Article did not constitute disap- 
proval of other procedures reasonable under the circumstances.™ 


Responsibility for Acts of Correspondents 


Early drafts of Article 4 proposed to adopt a modified New York 
rule of responsibility of a collecting bank for acts of correspondents.* 


79 See Stone, J., specially concurring in Hommerberg v. State Bank of Slayton, 
170 Minn. 15, 212 .W. 16 (1927). 

8 See note 74 su pra. 
81 U.C.C. §§ 4-103(1), (2), (3), 4-202(1), 4-212(4)(b) (Final Text Edition). 
8 U.C.C. § 4-103(3) (Final Text Edition). 
U.C.C. § 4-103(3) (Final Text Ean 
U.C.C. § 
U.C.C. § 





83 
84 
85 


4-103(4) (Final Text Editio 
19 (1946); U.C.C. Art. ITI, ry 714 (1948); U.C.C. § 3-616 (1949). 
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Under the proposed rule, a collecting bank was not liable for acts of 
the payor but was liable for acts of intermediary banks. In the 1950 
Draft and in later drafts this rule was reversed and the Massachu- 
setts rule of non-liability for correspondents was adopted.® In this 
action the Code followed the clearly prevailing rule.*? However, a 
bank is still responsible for using ordinary care in the selection of 
intermediary banks and in giving instructions to them.* 


Cash Items 


In the writer’s opinion one of the significant contributions of 
Article 4 to the law of bank collections is the recognition of the usage 
of so-called ‘‘cash items,’’ the analysis of problems related to this 
usage and the statement of some rules with respect to it.** However, 
the result presently appearing in the Final Draft was reached only 
after another difficult trial and error process. 

The A.B.A. Code was predominantly a statement of bank collec- 
tion usages and practices as they actually existed, and although it 
codified some of the incidents of the cash item procedure, it actually 
only skirted the fringes of this important procedure.” 

In Federal Reserve collection procedure the two major classifica- 
tions are cash and non-cash items. Regulation J and operating letters 
under it cover cash items and Regulation G and other operating letters 
cover non-cash items. Undoubtedly, due to this Federal Reserve 
classification, early drafts of Article 4 attempted a similar major 
subdivision for treatment of the Article.” 

The history of the efforts to define ‘‘cash items’’ indicates why it 
was necessary to abandon this formal classification. In the 1946 Draft 
the definition was a straight specification of the types of items that 
would fall within this class.*? However, tests of this definition against 





* U.C.C. § 4-306 (1950); U.C.C. § 4-202(2) (Spring 1951); U.C.C. § 4-202(8) 
(Final Text Edition). 

87 See notes 7 and 22 supra. 

88 U.C.C. § 4-202(1)(a) and (3) (Final Text Edition). 

8° For summary of the cash item e see oon ie Se. 

% See note 14 supra. Section 2 of the A.B.A. le provided for “revocable 
credits”; Section 3 provided for revocation of credits for an item drawn on the 
bank giving the credit; Sections 9 and 10 referred to unconditional credits; and 
Section 11 provided for ‘‘recourse”’ in certain cases of non-payment. However, no 
attempt was made to define “provisional” or “unconditional credits” or to develop 
or delineate rights of charge-back or recourse or say when a provisional credit 


e final. 
" This form of classification appeared through the 1946 and 1948 Drafts but 
was abandoned in the 1949 Draft. 
*® The definition in U.C.C. § 4 (1946) was as follows: 
“Cash Item” means a check drawn on a bank, a government check or war- 
rant drawn on (the Treasurer) (an officer) of the United States, a Post Office 
Money Order, a Bill of Exchange accepted by a bank and without documents 
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actual practice showed that it would not work. Not all Federal Re- 
serve districts or banks included the same items. Further, it was 
discovered that over relatively short periods of time it had been 
found desirable to add to or subtract from the list of items handled 
as cash items. 

In the 1948 Draft an attempt to adjust to this need for flexibility 
was made by basing the definition upon items “which by usage [are] 
handled in bulk.’’* However, serious problems still existed in any 
attempt to fix hard and fast statutory classifications with the entire 
collection mechanism varying depending upon whether an item was 
within or without the classification. In the 1949 Draft, the defini- 
tion of ‘cash item’’ again reverted to a specification of certain kinds 
of instruments, but sought for flexibility by excluding items “taken 
under special instructions.’’® This draft then prescribed many special 
rules applicable to cash items. Finally, in the 1950 Draft, all special 
reference to cash items was eliminated and the effort to prescribe a 





attached whether payable on demand or deposited for immediate collection, 
or a draft payable through a bank; but an item which has been presented, 
dishonored, or protested or which is transferred to a bank under special 
instructions is not a cash item. 
% In U.C.C. Art. ITI, § 703 (1948) the definitions of cash items and non-cash 
items were: 
“Cash item” means any demand item which by usage is handled in bulk by 
banks including a check, a demand or sight order or warrant drawn on a 
fiscal office of the United States, for of any State or political subdivision 
thereof], an express or post office money order, postal note, or a sight draft 
payable through a bank; 

“‘Non-cash item’’ means an item not a cash item and includes a cash item 
previously dishonored or with documents attached or taken by a bank for 
collection under special instructions. 

* These difficulties are indicated by the following excerpts from the Notes and 
Comments to the April 15, 1948 Draft: 

Some banks handle as cash items instruments that other banks do not. 

While a change in channel from non-cash to cash would operate to the benefit 

of the depositor, a change from “cash” to “non-cash” would be detrimental 

and should not be permitted except in areas where, by usage, the particular 

item travels as a non-cash item... . 

“or any demand item which by usage is handled in bulk by banks.” 
This language is intended to afford some flexibility in the handling of items 
and to provide for change in current banking practice. Any item by usage 
handled by banks as a cash item, must be handled as such. But an item 
handled incorrectly as a cash item by one bank can be diverted to the non- 
cash channels by a collecting bank under Section 705(2). Similarly, an item 
travelling as a non-cash item in one section of the country must be put in 
cash item channels when forwarded to an area where it by usage travels as a 
cash item. 

% In U.C.C. § 3-603 (1949), the definition of “cash item” was as follows: 
“Cash Item’’ means a check, a United States Treasury Check, an express 
company or post office money order, a postal note or a demand bill expressed 
to be payable by or through a bank unless any such item is drawn in a 
a currency or is taken under special instructions or is a documentary 
a 
*U.C.C. §§ 3-606, 3-607, 3-612, 3-614, 3-616, 3-618, 3-619, 3-630 (1949). 
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special category of cash items and special rules with respect to them 
was abandoned.°*” 

Nevertheless, the functional incidents of the cash item procedure 
remained and still may be found in the Final Draft. The writer 
suggests that these key functional incidents are not the handling of 
items in bulk as suggested in the 1948 Draft, not the absence of spe- 
cial instructions referred to in the 1949 Draft, not simple operating 
convenience of collecting banks, but rather (a) the entering of pro- 
visional credits for items when they are first received and handled, 
(b) the right to reverse these credits in the event of dishonor and 
(c) the automatic conversion of the provisional credits inte final cred- 
its at some point of time in cases where items are honored. 

In the Final Draft language providing for these functional inci- 
dents of the cash item procedure appears in several sections. The first 
one is the definition and use of the term “‘settle.’’®* Such term by 
definition applies to both provisional and final ‘‘payments.”’ It has 
value because it is frequently difficult or unnecessary to determine 
whether a particular action is tentative or final or when a particular 
credit shifts from the tentative class to the final class. 

Section 4-212 affirmatively authorizes and lays down the rules 
governing the right of charge-back and refund. If initial credits in 
cash items are provisional, depending upon final payment and other 
factors, it is absolutely essential that provision be made for charge- 
back. In this section are the controlling rules applying to the ap- 
proximately one-half of one per cent of items that are dishonored. 

On the other hand Section 4-213 applies to the more than 99.5% 
of cash items that are honored and states when the provisional 
credits automatically become final.!°° The starting point is, of course, 
the payor bank and Subsection (1) states the point of time of final 
payment in the payor bank. Subsection (2) deals with the type of 
situation where there are provisional settlements in the form of debits 





87 This abandonment of the effort to prescribe a special category of cash items 
with numerous special rules attached to them was undoubtedly prompted in 
major part by objection to this approach in a Report of the Subcommittee on 
Bank Collections of the Joint Committee on the Uniform Commercial Code of 
the New York State Bar Association and the Association of the Bar of the City 
of New York, prepared December 16, 1949. This unpublished report said in part: 

The concept of ‘‘cash item’”’ is purely one of bank operations. The difference 

is in the methods of handling, and not in the essential nature of the item. 

We do not agree that such differences of method must be incorporated into 

law. Furthermore, not one of the different rules provided in the Code is re- 

quired by the operating differences, and most of such rules would, in fact, 
create new fal dielineiions between the two classes of items which are 
neither necessary nor desirable and which are entirely unrelated to opers tions. 

% U.C.C. § 4-104(1)(k) (Final Text Edition). 

%9 See note 31 supra. 

100 Thid. 
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or credits in accounts between banks. The first sentence covers the 
cases where final payment by the payor bank automatically makes 
final debits or credits in other banks. This has sometimes been re- 
ferred to as the ‘“‘push-button”’ clause. The second sentence covers 
the remaining cases of provisional debits or credits in accounts be- 
tween banks. Subsection (3) states when provisional credits entered 
by depositary banks become final. 

It should be borne in mind that although the section defining 
“settle” and Sections 4-212 and 4-213 apply to cash items, the lan- 
guage of these sections is broad enough to cover non-cash items, 
or in certain instances, special provision is made so that non-cash 
items are covered. 

Media of Remittance 


One of the facts brought to light in the development and drafting 
of Article 4 was that settlement or payment for items between banks 
in cash or “legal tender’’ had decreased to insignificant proportions. 
Cash or currency is moved or shipped from one bank to another, but 
the reason for doing so is primarily to meet over-the-counter, payroll 
and like needs rather than settlement for items. The fact is that 
settlement for items between banks, almost exclusively, and between 
banks and non-bank customers, in major part, is made in one way or 
another in debits or credits on banks’ books.! 

The manner in which these settlements are made break down into 
three general groups: by set-off or exchange of items, debits or credits 
in clearing houses; by debit or credit entries in correspondent ac- 
counts between banks; by remittance instruments, usually on, or of, 
third banks but sometimes on either the bank making or the bank 
receiving the remittance. 

Since it is the fact that the media of settlement between banks is 
almost exclusively debits and credits on banks’ books, the Article 
recognizes and approves such media.’ Further, it gives meaning to 
such approval by specific provision that a collecting bank is not re- 
sponsible to prior parties if a remittance instrument is not itself 
honored! and by affirmatively providing for charge-back.'™ 

In the case of remittance instruments, various types of instruments 
are approved,’ but a cashier’s check or similar primary obligation 
of the payor or remitting bank is approved only if it is a member or 
clears through a member of the same clearing house or group as the 





10 See note 33 supra. 
10 U.C.C. §§ 4-104(d) and (k), 4-211, 4-212, 4-213 (Final Text Edition). 
103 U.C.C. § 4-211(1) (Final Text Edition). 

10% U.C.C. § 4-212 (Final Text Edition). 

16 T).C.C. § 4-211(1) (Final Text Edition). 
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collecting bank.’ Special studies of this question established that 
within a single clearing area a cashier’s check or similar primary ob- 
ligation of the payor or remitting bank was just as efficient a remit- 
tance instrument as a draft on another bank, but its use outside a 
clearing area was unjustified because when so used there was merely 
the substitution of one item on the remitting bank for another on the 
same bank, which substitution served no good purpose and was not 
susceptible of prompt settlement through a clearing house. 


Time of “Payment” of Items—Priorities 


There is basis for hope that another major contribution of Article 
4 to the law of bank collections is its solution of the problem that 
heretofore has been couched in terms of “time of payment”’ of items. 
The subject is extremely complex and the solutions heretofore reached 
by the courts and by the A.B.A. Code have been far from consistent 
and certainly have not produced any precise operating rule that will 
tell either banks or their customers where they stand. In fact the 
situation is one of great confusion which currently has been enhanced 
by the country-wide enactment of deferred posting statutes.'”’ A brief 
review of the various situations presenting the problem, the principal 
decisions and provisions of the A.B.A. Code on the subject is neces- 
sary. 

In some cases a payor bank has taken action with respect to an 
item drawn on it, e.g., cashed it over the counter, and later discovers 
that there are insufficient funds in the drawer’s account to cover it.!% 
In many cases an item has progressed some distance to or through the 
payor bank when the payor bank receives notice affecting the status 
of the drawer (e.g. bankruptcy), or a stop payment order from the 
drawer, or legal process against the drawer’s account, and the ques- 
tion is whether the item or the notice, stop-order or legal process has 
priority.!°* 

A fertile source of litigation has been where the payor bank is in- 
solvent and closes its doors at a time when (a) an item is being 
forwarded to it for payment, (b) is being processed by the payor 
bank itself, or (c) proceeds of the item are on their way back through 





1 1.C.C. §§ 4-211(1)(b) and 4-211(2)(a) (Final Text Edition). 

107 See note 30 supra. 

108 Chambers v. Miller, 13 C.B.N.S. 125 (1862); 1 Paton’s Digest 1066. 

109 Nineteenth Ward Bank v. First National Bank, 184 Mass. 49, 67 N.E. 670 
(1903); W. A. White Brokerage Co. v. Cooperman, 207 Minn. 239, 290 N.W. 
790 (1940); Johnson v. First State Bank, 144 Minn. 363, 175 N.W. 612 (1920); 
Hunt v. Security State Bank, 91 Ore. 362, 179 Pac. 248 (1919); First National 
Bank of Portage v. Wisconsin National Bank, 210 Wis. 533, 246 N.W. 593 
(1933); 1 Paron’s Dicest 1066 et seg.; 3 td. at 3451 et seq. 
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bank channels to the owner of the item. In many of these cases the 
dispute arises between the drawer and payee with the drawer con- 
tending that the item has been paid and that the risk of insolvency is 
on the payee and the payee just the converse.!!° In other cases the 
dispute arises between the owner of the item and a collecting bank.™ 
Sometimes the insolvency occurs while the item is in some stage of 
its processing by the payor bank" but in most of the cases the payor 
bank has marked the item paid, charged it to the drawer’s account 
and mailed a remittance draft when the insolvency occurs which 
causes the remittance draft to be dishonored." In this latter group of 
cases the principal issue argued by counsel and considered by the 
courts was the propriety of a collecting bank’s taking a remittance 
draft in payment,‘ but it is interesting to note that after the A.B.A. 
Cede, Federal Reserve regulations or agreements made it clear that 
such conduct was proper, the issue again shifted back to whether the 
original item had in fact been ‘‘paid’’ when it turned out that the 
remittance draft given for it was not honored. 

An ordinary lay person might reasonably ask in these various situa- 
tions just when an item was “‘paid’’ and reasonably expect that some 
sort of an answer could be given. However, on this particular issue of 
time of payment, a truly strange and bewildering answer is the only 
correct one which can be given under the present combination of 
case law decisions, statutory law, Federal Reserve regulations, 
usages and agreements. A summary of actual holdings follows. 

If a check is cashed over the counter by a drawee bank it is paid 
when cashed."* If a check is deposited for credit to the account of the 
payee or holder in the drawee bank, it is paid as against stop pay- 
ment orders, notices and attachments, if credit for the check is given 
in the payee’s or holder’s passbook, regardless of how far the proc- 
essing of the item has proceeded in the drawee bank.” However, it 





110 See numerous cases cited in 2 Paton’s Digest 1332-1341. 

11 #.g., Federal Reserve Bank of Richmond v. Malloy, 264 U.S. 160 (1924). 

12 Utah Construction Co. v. Western Pacific Ry., 174 Cal. 156, 162 Pac. 631 
(1917). Drawer’s account had been charged and forwarding bank’s credited. 

an yo numerous cases cited in 2 Paron’s Digest 1324-1341. 

14 ’ 

115 See discussion of this issue and cases cited 2 Paton’s Dicest 1336-1340. 

16 Chambers v. Miller, 13 C.B.N.S. 125 (1862); Fidelity & ‘Casualty Co. of 
New York v. Planenscheck, 200 Wis. 304, 309, 227 N.W. 387, 389 (1929); see 
Bellevue Bank v. Security National Bank of Sioux City, 168 Iowa 707, 712, 150 
N.W. 1076, 1077 (1915); 1 Paton’s Dicest 1066. 

17 Cohen v. First National Bank of Nogales, 22 Ariz. 394, 400, 198 Pac. 122, 
124 (1921); Briviesca v. Coronado, 19 Cal. 2d 244, 120 P.2d 649 (1941); W. A. 
White Brokerage Co. v. Cooperman, 207 Minn. 239, 290 N.W. 790 (1940) ; Scotts 
Bluff County v. First National Bank of Gering, 115 Neb. 273, 274, 212 N.W. 617, 
618 (1927); Provident Savings Bank & Trust Co. v. Hildebrand, 49 Ohio App. 
207, 208, 196 N.E. 790, 791 (1934); Schaer v. First National Bank of Brenham, 
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has been held that if the bank has reserved a right of charge-back, the 
rule does not apply.""* If the appropriate employee of the payor bank 
verifies that there are funds to cover an item, stamps it paid, places it 
in the files and draws a cashier’s check for the amount of the item, it 
has been held it is paid as against notice of insolvency even though the 
cashier’s check is not mailed and the item is not yet charged to the 
account of the person to be charged,"*® but on almost identical facts 
another court reached a contrary result.!2° In a recent case a check had 
been stamped paid, charged to a drawer’s account and a remittance 
draft had been mailed, but since the payor bank still had power to 
withdraw it from the mails and the presenting bank had not received 
the remittance draft and therefore had not accepted it, a court held 
the check for which the remittance draft was sent was not paid and a 
stop payment order on it should have been honored." 

Where the payor bank has closed by reason of insolvency, many 
cases hold that if the payor bank had charged the item to the account 
of the drawer or person to be charged and its remittance draft had 
been sent to and accepted by the collecting bank before the payor 
bank closed, the item was paid as between the payee and drawer.” 
In these cases the drawer had sufficient funds to pay the check, but 
the same result was reached in another case where the item was 
charged to the drawer’s account and created an overdraft.!” At least 
one case held, in a case of insolvency of the payor bank, that the item 
was paid when the account of the forwarding bank was credited and 
that of the drawer was charged, even though no remittance draft was 
mailed or accepted.!*4 

Although the above rules in cases of insolvency of the payor bank 
suggest a measuring point for payment of an item, either when it was 
charged to the account of the drawer, or a remittance draft was 
132 Tex. 499, 124 S.W.2d 108 (1939) (bill of exchange); Union State Bank v. 
Peoples State Bank, 192 Wis. 28, 33, 211 N.W. 931, 933 (1927); 1 Paton’s Dr- 
“ue Pollack v. National Bank of Commerce, 168 Mo. App. 368, 374, 151 S.W. 
774, 775 (1912); cf. W. A. White Brokerage Co. v. Cooperman, supra note 116. 


Contra: Schaer v. First National Bank of Brenham, supra note 117. See 3 Paron’s 

Dicest 3452, 3453. 

a is ——— Ward Bank v. First National Bank, 184 Mass. 49, 67 N.E. 670 
3). 

120 Hunt v. Security State Bank, 91 Ore. 362, 179 Pac. 248 (1919). 

121 Bohlig v. First National Bank in Wadena, 48 N.W.2d 445 (Minn. 1951). 

122 Page v. Holmes-Darst Coal Co., 269 Mich. 159, 256 N.W. 840 (1934); 
Tobiason v. First State Bank of Ashby, 173 Minn. 533, 217 N.W. 934 (1928); 
Dewey v. Margolis & Brooks, 195 N.C. 307, 142 S.E. 22 (1928); Texas Electric 
Service Co. v. Clark, 47 S.W.2d 483 (Tex. Civ. App. 1932); cf. Ellis Way Drug Co. 
v. McLean, 176 Miss. 830, 170 So. 288 (1936); 2 Paton’s Digest 1332. 

23 Riggen v. Lindley, 58 S.D. 3438, 349, 236 N.W. 280, 283 (1931). 
oie). Const. Co. v. Western Pac. Ry., 174 Cal. 156, 164, 162 Pac. 631, 635 
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mailed, or was mailed and accepted, where statutes affirmatively 
provided that the payor bank could settle for it with a remittance 
draft, some courts quickly found that under these circumstances an 
item was not paid when charged to the drawer’s account, and a 
remittance draft was mailed or accepted.'* Other courts held contra.'% 
Section 11 of the A.B.A. Code provides that under certain circum- 
stances a collecting bank may elect to treat an item as dishonored, 
even after it has been charged to the drawer’s account by the payor 
bank and a remittance draft mailed. In view of this statutory provi- 
sion, several cases have held that as to drawers and indorsers an 
item is not paid even when it has been marked paid and charged to 
the drawer’s account by the payor bank and a remittance draft has 
been mailed, if an election to treat the item as dishonored is made 
under Section 11 of the A.B.A. Code.!?” 

On this record with respect to time of ‘“payment’’ of an item, it 
almost could be said, ““Yo pays yo money, and yo takes yo choice.” 

On this baffling problem of time of payment, the several drafts of 
the Code labored through almost as many solutions as there were 
drafts. Trial and error were again the order of the day. Without at- 
tempting to trace the various solutions, the 1946 Draft based time 
of payment of cash items upon time of receipt by the payor bank.!”* 
However, it immediately became necessary to make exceptions and 
provide for “recovery’’ of payments. Further, operating men soon 
pointed out that time of receipt of items was more often unknown 
than known and consequently, was an impossible standard to meas- 
ure the extremely important “time of payment.’’ 

The 1949 and 1950 Drafts made no effort to define the time of 
payment of an item, but attempted to resolve the problem by defin- 
ing when a collecting bank received final payment.'*® This slight shift 
from “payment’’ to “receipt of payment’’ superficially would seem 
to be of little consequence but in fact it shifted the key rule for enough 





1% Cleve v. Craven Chemical Co., 18 F.2d 711 (4th Cir. 1927); Holdingford 
as cis - v. Hillman Farmers Cooperative Creamery, 181 Minn. 212, 231 N.W. 
9 1930). 

128 McAloon v. Ericson, 84 Colo. 467, 271 Pac. 192 (1928); Morris v. Cleve, 197 
N.C. 253, 148 S.E. 253 (1929); Dewey v. Margolis & Brooks, 195 N.C. 307, 142 
S.E. 22 (1928); Texas Electric Service Co. v. Clark, 47 8.W.2d 483 (Tex. Civ. 
App. 1932). 

27 In re Liquidation of State Bank of Binghamton, 156 Misc. 353, 281 N.Y. 
ao 706 (Sup. Ct. 1935); Jones v. Board of Education, 242 App. Div. 17, 272 
N.Y. Supp. 5 (2d Dep’t 1934); United States Pipe and Foundry Co. v. City of 
Hornell, 146 Misc. 812, 263 N.Y. Supp. 89 (Sup. Ct. 1933); cf. George F. Mal- 
“oo v. Burlington City Loan & Trust Co., 115 N.J. Eq. 227, 170 Atl. 32 

18 U.C.C. § 23 (1946). 

129 U.C.C. § 3-604 (1949); U.C.C. § 4-403 (1950). 
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other provisions that it produced no solution and created more prob- 
lems than it solved. 

The reasoning that gradually evolved and led to the final solu- 
tion appearing in the Final Draft was as follows. In cases of legal 
notices, stop payment orders, legal process and also set-off, it was 
incorrect to say the answer turned exclusively upon whether the item 
was paid. Other factors were clearly involved, including the possi- 
bility of acceptance or certification of the item, delivery of cash or 
the mailing or sending of a specific remittance for the item, action 
which the payor should not be required to reverse or recapture merely 
because a notice, stop-order or legal process was thereafter received. 
This being so, the problem was one of the relative “‘priorities’’ of items 
in relation to notices, stop-orders, legal process or set-off rather than 
exclusively ‘‘time of payment’ of the item. Such rule of priorities 
should be as precise and clear-cut as possible. It should take into 
consideration the interests of various affected classes of parties, but 
more important it should be a rule which will work mechanically 
and let parties know where they stand. Where on every issue there 
were equities on both sides, almost every argument available for one 
theoretical group could be offset by the arguments for the opposing 
theoretical group. The important thing, therefore, was to state a rule. 
The product of these objectives appears as Section 4-303(1). 

Under Section 4-303(1), four specific acts before payment of the 
item are sufficient to give it priority over notices, stop-orders, legal 
process or set-off later received or exercised. These are (a) acceptance 
(formal acceptance written on the item as distinguished from merely 
receiving the item), (b) certification, (c) payment in cash, or (d) a 
settlement by a separate remittance for the particular item. Two 
further criteria turning on ‘‘payment’’ of the item are the other bases 
of priority, namely, (e) completion of the process of posting and (f) 
if the payor bank ‘‘otherwise has evidenced by action its decision to 
pay the item.”’ 

With respect to this old issue of “time of payment,”’ the reasoning 
was: Collection of an item involves a rather extended process, one 
frequently continuing over several days time. As illustrated in hypo- 
thetical Case 2 above,'*° this process involved the movement of the 
item by stages from Morina, California, to San Diego, to Los Angeles, 
to Boston, to Presque Isle and it also involved the return of proceeds 
through the same places in reverse order. Time of payment could not 
occur on the journey of the item eastward. Neither could it occur on 
the journey westward, because what in fact was journeying westward 


180 Supra p. 271. 
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were proceeds of the item. Time of payment could only occur at some 
point in the processing of the item by the payor Presque Isle Trust 
Company. 

True it was that a long established rule provided that if a check 
were given in payment of a debt, such payment was only conditional 
until the check itself was paid. True it was that under this rule, it 
could be reasoned that if the Presque Isle Trust Company mailed to 
the Federal Reserve Bank of Boston its remittance draft in payment 
of the $5,000 check sent in payment of the oranges, the check would 
not be paid until the remittance draft was paid. However, if such rule 
produced too confusing results in the bank collection process, it could 
be rejected. Part of the confusion in the past came from heaping 
condition upon condition. Where in ascertaining ‘‘time of payment,’ 
one single point of time was clearly desirable, the natural place and 
point was some action by the Presque Isle Trust Company where that 
bank was the payor and the item itself terminated its existence. 

This first decision eliminated from consideration all rules which 
turned upon “receipt of final payment,’ or acceptance of a remit- 
tance draft by the presenting bank’? or payment of the remittance 
draft itself'** or upon an election of the collecting bank.’** Time of pay- 
ment was neither to be on the outward journey of the item nor the 
homeward journey of proceeds. It was to be in the handling of the 
item by the payor bank at the “end of the line.”’ 

The next question was what point of time in the processing of the 
item by the payor bank should be selected as the point of payment. 
On this question a realistic recognition of practices as they exist to- 
day under mass production operations was necessary to achieve a 
sound solution. Under such current practices an item goes through a 
series of processes before its handling is completed. The item is re- 
ceived first from the clearing house or over the counter or through the 
mail. When received over the counter, the bank may receipt for it in 
some way by making a notation in the customer’s passbook or by 
receipting a duplicate deposit slip. The fact that such receipt is in 
the form of a credit in a passbook does not change its basic nature of a 
receipt, and in any event, under all current passbook legends, such 
credit is provisional. After the initial receipt, the item moves to the 
sorting and proving departments. When sorted and proved it may be 
photographed. Stil! later it moves to the bookkeeping department 
where it is examined for form and signature and compared against 





131 See note 129 supra. 
132 See note 122 supra. 
183 See note 125 supru. 
1% See note 127 supra. 
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the ledger account of the customer to whom it is to be charged. If it is 
in good form and there are funds to cover it, it is posted to the 
drawer’s account, either immediately or at a later time. If paid, it is 
so marked and filed with other items of the same customer. This 
process may take either a few hours or, under deferred posting, sub- 
stantially all of the day of receipt and of the next banking day. 

In this process in the regular flow of operations for all items except 
those specially handled, the key point at which the bank makes its 
decision to pay or dishonor is when the bookkeeper for the drawer’s ac- 
count determines or verifies that the check is in good form and that there 
are sufficient funds in the drawer’s account to cover it. Except in special 
cases, all previous steps in the processing are preliminary to this vital 
act of payment. The decision to pay is usually made in connection 
with the posting of the item and may be a part of it, but in some 
cases posting is postponed until a later time. The keynote to the 
reasoning of the Article may be found in the somewhat quaint but 
fundamentally sound reasoning of the court in the relatively old case 
of Nineteenth Ward Bank v. First National Bank of South Weymouth. 


18% Nineteenth Ward Bank v. First National Bank, 184 Mass. 49, 67 N.E. 670 
(1903). In considering whether a notice of insolvency had been received by the 
payor bank before or after an item (a note payable at the bank) had been paid, 
the Court said at page 51, 67 N.E. at 671: 

In this state of things the cashier, charged with the duties and invested with 
the powers of the defendant both as to the plaintiff [the presenting bank] and 
as to the makers respecting this note [the item in question], proceeds on 
October 7, 1901, soon after the beginning of the day’s business, to the per- 
formance of his task. He intends, as agent of the makers, to pay this note 
to his own bank, the indorsee and holder, and as such entitled to receive 
payment and discharge the note. He intends as cashier of his own bank to 
cancel and discharge the note when paid, and then as agent for the makers 
to hold the paid note for them. After the note has been paid, he intends to 
send the proceeds to the plaintiff. With these intentions, he begins. The note 
is before him. He first draws on a bank in Boston his check as cashier of the 
defendant, payable to the order of the plaintiff for the amount of the pro- 
ceeds of the note. It is to be observed that this is not the check of the makers 
nor is it made by the cashier as their agent, but in his capacity as agent of 
the defendant, and in the performance not of a duty owed by the makers but 
of a duty owed by the defendant to the plaintiff. It is not the check by which 
the note was paid because none was needed, but was the check by which the 
proceeds were to be transmitted by the defendant to the plaintiff. He then 
makes a memorandum of this check upon a block, stamps upon the face of 
the note “Paid Oct. 1901, First National Bank, So. Weymouth, Mass.,” 
and perforates the note in three places. He then puts the note thus stamped 
and mutilated in the file with his checks, so that the poreee record of the 
transaction may be entered at the end of the day upon the permanent books. 
So far he has gone when he is called to the telephone and notified that the 
makers have made an assignment for the benefit of their creditors, and he 
is requested by the assignee to hold the account. He replies that there is one 
(meaning this) note which he had paid or ‘made a check for it.” Soon after- 
wards, at the request of the assignee, he withheld the check he had drawn and 
undertook to retrace his steps. 

We are of the opinion that prior to the call to the telephone the note had 
been paid by the makers to the defendant, and that the only remaining duty 
resting upon the defendant was to remit the proceeds to the plaintiff. . . . 
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Framed in this background Section 4-303(1) specified the two cri- 
teria of priority turning on “‘payment’’ of the item. Of these, some 
consideration was given to specifying only posting. However, this 
language would not be broad enough to cover the factual situation of 
the Nineteenth Ward Bank case itself or practices growing out of it, as 
for instance so-called “sight posting,’’ where the bookkeeper for the 
drawer’s account examines an item and determines there are suffi- 
cient funds in his account to pay it but under the routines of some 
banks, does not immediately post. Therefore, the final standard or 
test that the payor bank has ‘‘otherwise evidenced by action its de- 
cision to pay the item’’ was added. It is clear, however, that this 
action must be closely related to the decision of the appropriate employee 
that there are sufficient funds to pay the item, not mere receipting for 
the item in a passbook or other preliminary acts in no way related to 
a true decision to pay. In the problem of priorities covered by Sec- 
tion 4-303(1), the Nineteenth Ward Bank case is adopted and Briviesca 
v. Coronado and W. A. White Brokerage Co. v. Cooperman and related 
cases! are rejected. 

With the problem of priorities provided for by Section 4-303(1), the 
most important remaining reason for fixing the time of final payment 
of an item (usually important in cases of insolvency of the payor 
bank), is to know definitely the precise point of time when drawers 
and indorsers secondarily liable are discharged."*7 Here again persua- 
sive arguments may be advanced in favor of equities of various hypo- 
thetical groups to make a rule favorable to them but such arguments 
can always be met by counter-arguments favoring competing hypo- 
thetical groups. Careful consideration was also given to including in 
the measuring point for payment some or all of the additional meas- 
uring points used in Section 4-303(1) in the case of priorities. How- 
ever, in those cases other than the priorities of Section 4-303(1), 
particularly cases of insolvency and the firming-up of provisional 
credits under Section 4-213(2), there seemed to be very good reasons 
to make such point of final payment as definite as possible. Conse- 
quently, one single measuring point was chosen, namely, the comple- 
tion of the process of posting by the payor bank."** 

1% See note 117 supra. 

137 See note 110 supra. 

8 U.C.C. § 4-213(1) (Final Text Edition). The New York Deferred Posting 
Statute approached this same result with the following provision: ‘“When, how- 
ever, the bank finally charges the item to the account of the drawer, maker or 
other party to be charged therewith, or gives irrevocable credit therefor, the item 
shall be deemed to have been finally paid and the bank effecting such me or 

ving such credit shall be accountable for the amount thereof.” N.Y. Nea. Inst. 


w, § 350-b, as amended by N.Y. Laws 1950, c. 153, § 1. However, under such 
language it is not clear what is meant by “or gives irrevocable credit therefor.” 
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At the time of writing this paper (December 1951) the writer has 
some doubt whether the measuring point for final payment under 
Section 4-213(1) should be kept as it is or widened to include one 
other factor, namely, cashing of an item over the counter. Certainly 
under present law this would be payment.”® Undoubtedly the Re- 
porters will give further consideration to this possible change before 
enactment of the Code in any state legislature. 

In terms of their effect upon classes of parties Sections 4-303(1) and 
4-213(1) may be partially summarized as follows: 

1. The relative rights of items and notices, stop-orders, legal 
process and set-off are fixed in terms of priorities rather than terms 
of payment (Section 4-303(1) ). 

2. Collecting banks are relieved of responsibility for dishonor 
of remittance instruments (Section 4-211(1)), and have rights of 
charge-back if they do not themselves receive final payment 
(Section 4-212(1)). 

3. If and when the payor bank has completed the process of 
posting an item to the account of the person to be charged with it, 
the item is finally paid and drawers and indorsers are discharged 
(Section 4-213(1)). 

4. To the extent that owners of items (customers of depositary 
banks) have lost rights against drawers and indorsers upon final 
payment under Section 4-213(1) but do not receive final payment 
themselves by reason of insolvency or suspension of payments by 
the payor or a collecting bank, they have direct and preferred 
claims against the insolvent bank (Sections 4-214(2) and (3) ). As 
a practical matter they also are insureds to the extent of $10,000 
under the Federal Deposit Insurance Act.'° 


Advisability of Inclusion of Part 4 


In the development and drafting of Article 4 the point of view has 
been expressed by some that it is inappropriate and unnecessary to 
include in the Article the seven sections making up Part 4. The argu- 
ment has been advanced that the rules stated in this Part are only a 
few of the rules of law governing rights between banks and depositors 
and there is no more reason for including them than all of the other 
rules. It has also been argued that the rules stated in Part 4 are 
matters primarily of local concern which do not require uniformity. 

The writer recognizes that on such issue there is room for differ- 

48° See note 116 supra. 


40 64 Stat. 873 (1950), 12 U.S.C. §§ 1811-1831 (Supp. 1951); 12 Cops Fep. 
Reas. § 330.2 (Supp. 1950). 
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ence of opinion and that the Article could stand and be of value 
without Part 4. He believes, however, that on balance the ary, nents 
in favor of retaining Part 4 substantially outweigh those favoring its 
deletion. While not an absolutely necessary part of the bank collec- 
tion mechanism the rules stated in Part 4 are certainly closely related 
to it. Further, the fact that so many states have already enacted 
legislation with respect to these particular rules establishes that they 
are appropriate subjects of legislation. Consequently, if they are 
closely related to the collection process and substantial numbers of 
states have already found it advisable to legislate with respect to 
them, there would seem to be as much reason for uniformity in this 
area as in most of the remaining areas of the Code. 
Stop Payment 

One other isolated problem deserves brief consideration, namely, 
what the rule with respect to stop payments should be. In the Final 
Draft the rule appears as Section 4-403. 

In this one area there is basis for saying that the issue may be one 
between banks on the one hand and depositors on the other, although 
in actual discussion of the Article there has been substantially as 
much difference of opinion and practice between banks as between 
spokesmen for banks and spokesmen for depositors. 

From the depositors’ point of view the argument is that stopping 
payment is a service which depositors expect and are entitled to re- 
ceive from banks, notwithstanding its difficulty, inconvenience and 
expense. This view is supported by the consistent common-law rule 
that banks are required to honor stop payment orders. It further may 
be said that frequently it is vitally important to depositors to be able 
to give an effective stop payment order to avoid loss in cases where 
checks are lost or a depositor has been induced to give a check by 
fraud. 

In contrast the strongest pro-bank view is that with the tre- 
mendous volume of items handled, it is impossible for banks to suc- 
cessfully receive, process and give effect to, each stop payment order 
that is received regardless of the good faith effort to do so and the 
efficiency of the organizational method set up to handle stop pay- 
ments. In recognition of this fact many banks obtain agreements 
from their customers that they (the banks) will not be responsible 
for failure to honor a stop payment order caused merely by oversight. 
A standard form for this type of provision or clause is recommended 
by the Assistant General Counsel of the American Bankers’ Associa- 
tion. A recent report of the Committee on Bank Operations of the 





41 3 Paton’s Digest 3474-3475. 

















March] BANK DEPOSITS AND COLLECTIONS 297 


Section of Corporation, Banking and Mercantile Law of the Ameri- 
can <inr Association? concluded that by the weight of authority 
such clauses are supported by adequate consideration and held not to 
be against public policy.'* The argument is further advanced that by 
drawing and issuing a check the depositor has set in motion a course 
of events looking toward the negotiation and payment of the check, 
and if he elects to change his mind he should assume the risk of not 
being able to reverse the process he has started in the absence of 
bad faith on the part of the bank. At the very least it is argued that 
where a writing and signature is required in the direction to a bank 
to pay out money, equal formality of a writing and signature should 
be required to reverse the direction and consequently that banks 
should have no responsibility to honor oral stop payment orders. 

At the time of the preparation of this paper this particular issue is 
still being debated vigorously. In the several drafts of the article the 
attempt has been made to find a reasonably fair and workable middle 
ground, with some variation in the language selected to do so.’ 
There may be further efforts to perfect this solution. It is to be hoped 
that by the time of actual enactment of the Code, a generally equit- 
able solution, reasonably acceptable to the various interested groups, 
will be found. 

CoNCLUSION 


Article 4 contains other important provisions, several having inter- 
esting historical development and some raising issues of difficulty. 
The foregoing are the major ones, however, and give a fair insight of 
specific as well as general problems. As said at the beginning, the de- 
velopment and drafting of Article 4 may be characterized as a battle 
with complexity and the forced development of a solution—under a 
time schedule. It can also be repeated that time and history will tell 
whether the solution is sound. Certainly a very substantial number of 
lawyers, the Reporters and others, over a period of five years, have 
given the best of their learning and judgment to make it so. 





42 5 Tue Business Lawyer 100-107 (1949). 

43 Martinez v. National City Bank of New York, 80 F. Supp. 545 (D. Puerto 
Rico 1948); Hodnick v. Fidelity Trust Co., 96 Ind. App . 342, 1 SN. E. 488 (1932); 
Tremont Trust Co. v. Burack, 235 Mass. 398, 126 x E. 782 (1920); Gaita v. 
Windsor Bank, 251 N.Y. 152, 167 N.E. 203 (1929); Cohen v. State Bank of 
78 Cal A 69 Pa. Super. Ct. 40 ( 1918). Contra: Hiroshima v. Bank of Italy, 
78 Cal. App. 362, 248 Pac. 947 (1926); Calamita v. Tradesmens National Bank, 
135 Conn. 326, 64 A.2d 46 (1949); Speroff v. First Central Trust Co., 149 Ohio 
St. 415, 79 N. E.2d 119 (1948). See also cases cited in 3 PaTon’s Dicest 3469-3474 
and Supp., Stopping Payment, § 7.1 (1950); Annotation, 1 A.L.R.2d 1155 (1948). 

4 U.C.C. § 4-202 (1950); U.C.C. § 4-503 (Spring 1951); U.C.C. § 4-403 (Final 
Text Edition). 











Article 5—Trade Without Tears, or Around 
Letters of Credit in 17 Sections 


Henry HaArRFIELD* 


In Article 5, Documentary Letters of Credit, the Uniform Com- 
mercial Code introduces matter new to the statute books, but not 
otherwise novel. Although there has never been legislation in the 
United States specifically addressed to letters of credit, there is a 
substantial body of case law and a well-developed practice, the latter 
going in its acceptance beyond the confines of the United States. 
Article 5 does not purport to legislate for the entire area now covered 
by case law and practice, but within its scope it is designed to be 
consistent with such law and practice. It is, therefore, new legislation 
but not new law. 

This being so, a review of the jurisprudence of letters of credit is 
almost a prerequisite to critical study of Article 5. 


Tue NATURE oF COMMERCIAL LETTERS OF CREDIT 


The documentary letter of credit (sometimes loosely referred to as 
a commercial credit}, to which alone the Article has reference,’ is 
an old and well-established device for the financing of trade, yet 
its full development and wide employment in the United States is 
comparatively recent and has been quantitatively related to foreign 
rather than domestic trade. In function, a documentary credit pro- 
vides a means of financing the movement of goods and a means of 
assuring the seller of goods that he will be paid. In law, it is an en- 
forceable promise that payment will be made upon presentation by 
the promisee of specified documents in accordance with the terms 
and conditions laid down by the promisor. In the classic and most 
frequently used instance, the promisor is a bank, the promisee is a 

* A.B. Yale University, 1934; LL.B. Columbia University, 1937; member, 
New York bar; member, firm of Shearman & Sterling & Wright; co-author BANK 
CrepITs AND ACCEPTANCES IN INTERNATIONAL AND DomeEsTIC TRADE (3d ed. 
1948), and contributor to numerous legal iodicals; member American Law 
Institute; member Committee on le Terms and Committee on Banking 
Techniques of the U.S. Council—International Chamber of Commerce. 

1 Article 5 is expressly confined in its scope to documentary letters of credit 
and thus, while the reference throughout the Article is to “credit” as defined 
therein, it excludes from its purview travelers’ letters of credit and other t; 
of clean credits, travelers’ checks, “hold at disposal” orders and the infinite 
variety of credit facilities which include loans, loan agreements and lines of credit. 

All references to the Untronm CommerciAt Cope in this article are to the 
Final Text Edition (November 1951). 
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vendor of goods and the bank’s promise is made at the behest of the 
buyer of the goods. Upon this classic base may be built a wide variety 
of more complicated structures. Thus, a buyer of goods may request 
a financing agency to apply to a bank for the issuance of a documen- 
tary credit in favor of the seller of goods, to have it advised to the 
seller (beneficiary) through the instrumentality of a second bank 
and to have the obligation confirmed by that bank. It may be that 
thereafter, in proper case, the beneficiary will transfer in whole or 
in part to another commercial party the obligations to be performed 
and the right to receive payment under the credit. 

The fundamental and infinitely important fact which must always 
be borne in mind is that the banks which issue, advise, negotiate, 
confirm or pay documentary credits are financial instrumentalities 
and not merchants. In consequence, they deal in documents and not 
in merchandise, and they do not dictate the terms of the credit. In 
law, the bank which issues a documentary credit is a principal; and 
by the issuance of the credit, the bank undertakes a direct and 
primary responsibility without any element of agency for its customer. 
In fact, the bank is an agency (as distinct from an Agent) through 
which the buyer, its customer, stipulates as to mercantile documents 
desired and assures the seller (beneficiary) of payment upon com- 
pliance by him with the terms and conditions set forth in the credit. 

A second, and almost equally important fact is that the docu- 
mentary letter of credit is flexible in its applications. It can be utilized 
in respect of any commodity, or, for that matter, in respect of no 
commodity. The same device which serves to finance a shipment of 
rugs from Kashmir to Brooklyn, may be used to facilitate a foreign 
exchange transaction. In the case of the Kashmir rugs, the docu- 
ments normally required might be certificate of origin, commercial 
invoice, consular invoice, insurance policy or certificate, and bills of 
lading. In the case of the foreign exchange transaction, the document 
required might be a letter from a French banker certifying that he 
had received, by order of the beneficiary of the credit, a specified 
amount of francs for deposit to the account of the issuer’s customer. 
The document required by the credit may be the beneficiary’s own 
certificate of manufacture, or it may be a certificate of purity by a 
third party, running to twenty pages of technical terms and written 
in Urdu. There is literally no limit to the varieties of documents 
which may be required. 

A third cardinal fact is that the documentary credit is cheap. The 
issuing bank may, and frequently does, engage its credit for a year 
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for a commission of one-eighth of one per cent.? Such an undertaking 
involves the receipt, examination and payment against numerous 
and voluminous documents (repeatedly submitted in the case of 
credits permitting partial shipments). 

In the light of these facts, it is apparent that the business can only 
be done if the letter of credit device is standardized, streamlined, 
and made as mechanical as possible. The letter of credit, as presently 
conceived and used, is not a substitute for a sales contract, nor for an 
insurance policy, nor for the precautions which a prudent and ex- 
perienced merchant ought to take. It is plain cheap food, and not a 
miracle drug. In concept, it could be made to be a luxury article, but 
in practice it is a mass-production article, and unless it is to be priced 
out of existence, it must be a mass-production article. Mass-produc- 
tion articles need simple, standard parts with very few trimmings. 
So the vital and vigorous commercial letter of credit business requires 
simple, standard, easily applicable rules which are internationally 
understood and accepted. 


EXISTING PATTERNS OF REGULATION 


Such rules do exist, and, over and above the stated rules, such a 
practice does exist. Most of the rules and much of the practice is, and 
for years has been, codified in the Uniform Customs and Practice 
for Commercial Documentary Credits as Fixed by the Seventh 
Congress of the International Chamber of Commerce.* This docu- 
ment sets forth, in considerable detail, the international understand- 
ing of how the letter of credit device operates. Most of the commer- 
cially significant nations of the world have formally accepted these 
rules, and, without being treaty or local law, they represent effective 
consensual regulation of the field. The British Empire, almost alone 
among the mercantile international community, refuses to subscribe 
to the Uniform Customs and Practice; yet it is notable, and a rather 
remarkable tribute to letter of credit bankers that, with relatively 
minor exceptions, what the British Empire will not agree to do, it 
nevertheless does.‘ This is, perhaps, not so very extraordinary in a 

2 Most banks, however, have a minimum charge for such service. 

* Brochure No. 82 of the International Chamber of Commerce (38, Cours 
Albert-Ier; Paris-8e); now supplanted by Brochure No. 151. 

4See Bankers’ MaGazinE (Waterlow & Sons, Ltd., London Wall, London, 
England, Jan. 1948). The writer of this article compares British practice with 
that under the Uniform Customs, and as to deviations, says at p. 36: 

These differences, though yy in day to day ways, essentially 
concern matters of detail, and the enumeration of them is in no way in- 
tended to be a criticism of those who act along lines which London heathen 


have not followed. 
This is a handsome compliment. Cf. Rice and Thorne, The Uniform Customs and 
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commonwealth which has always been too cautious to reduce its 
Constitution to writing. 

Since they are the consensual regulations of business people, the 
Uniform Customs and Practice are, in a sense, the subject of con- 
tinuous review and testing, and are susceptible of modification at 
any time by entire or partial reformation. In the United States, in 
1941, new problems made certain qualifications seem imperative to 
American interests, and so Guiding Provisions were added, which 
were, in effect, reservations in respect of specific rules.’ In 1951, at 
the Thirteenth Congress of the International Chamber of Commerce, 
in Lisbon, the Uniform Customs and Practice were revised and as 
revised, adopted. The revision, a product of several years’ cooperative 
effort among those engaged in the business,* made almost no signifi- 
cant substantive changes, but it did significantly clarify existing 
rules and reflect developments in technics. 

Thus, having considered the basic concepts of letter of credit 
function, the need for uncomplicated rules and the existence of 
internationally acceptable procedures recorded in the Uniform Cus- 
toms and Practice, it is appropriate to establish two criteria for 
evaluation of Article 5 of the Uniform Commercial Code. 

The first of these is: What is the need for a statute in this field? 
The second is: If the need is demonstrated, does the Code adequately 
and properly meet the need? 


Tue NEED FOR LEGISLATION 


In respect of the first inquiry, it is fair to ask (and the question 
has been put and is still being put by many bankers) why there 
should be domestic legislative production when there exists a satis- 
factory and internationally accepted consensual regulation. Within 
this broad dubiety, there are more pointed criticisms. In what re- 
spects are the Uniform Customs and Practice so improper as to require 
alteration, particularly by local enactment in an international cli- 
mate? In what respects are there abuses, fostered or at least un- 
corrected by the Uniform Customs and Practice, which require 


Practice for Commercial Documentary Credits: An English Comment, 56 Tue 
CANADIAN BANKER 53 (1949). 

5 Revised American Foreign Trade Definitions (1941), issued by the National 
Foreign Trade Council, Inc., 111 Broadway, New York 6, N.Y. 

6 Wilbert Ward, lawyer, author and practical banker, was the moving spirit 
in the revision, undertaken and consummated during his chairmanship of the 
I.C.C. Commission on Banking. It is a tribute to bankers throughout the world 
that they not only achieved an international understanding in respect of com- 
mercial credit practice, but also met the responsibility of keeping their statement 
of rules consonant with a developing practice. The oe ishment also repre- 
sents a notable triumph for the diligence and devotion of Mr. Ward. 
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remedy at the hands of the legis'atures of individual states of the 
United States? 

These questions may be answered (though most certainly not to 
universal satisfaction) in several ways. First, and perhaps most im- 
portant, enactment of a Uniform Commercial Code which includes 
an Article on Documentary Letters of Credit will make the principles 
of this most useful device far more readily available to interested 
parties in the United States than do the Uniform Customs and Prac- 
tice. This disposes, or should dispose, of the secondary objections. 
The elimination of abuses and the reversal of error is not the sole 
function of legislation, and especially is not the sole function of a 
commercial code. The educational function is in itself worth-while. 
There are, moreover, at least two aspects to the educational function. 
One, the obvious, is to acquaint the interested party with his rights. 
The other is to acquaint him with his duties, and, in this connection, 
and of especial importance in the letter of credit field, to serve as a 
caveat, a reminder that a documentary letter of credit is a useful 
and flexible device but not a substitute for commercial competence 
nor a panacea for mercantile and financial ills. 

Without attempting to exhaust the arguments in favor of the 
enactment of a statute respecting letters of credit, it is worth-while 
to mention one further consideration. Persons engaged in the letter 
of credit business do not now operate in a legal vacuum. There is a 
body of case law, in the main good and consistent case law, but in- 
herent in the efficient functioning of the letter of credit device is 
the fact that it produces little litigation. In times of steady or rising 
price levels, there is almost no litigation. In consequence, there is a 
limited amount of case law. An unfortunate corollary is that in times 
of mercantile crisis there is litigation, and a definitive, available 
statement of the jurisprudence of letters of credit might well serve 
to diminish such litigation, or, at the very least, assist the courts in 
achieving sensible and consistent results. 

Moreover, the existence of a statute specifically pointed at letters 
of credit may serve to discourage any tendency to apply to letter of 
credit cases rules designed for different needs. The protean capacities 
of the letter of credit cause it to borrow mercantile and financial 
devices from numerous independent fields, and if these borrowed 
devices trail after them the legal incidents peculiar to their original 
function, the result may be horrid to behold. The commercial letter 
of credit is a mercantile specialty.’ Its development must suffer if 





7See Trimble, The Law Merchant and the Letter of Credit, 61 Harv. L. Rev. 
981, 1001-1002 (1948). 
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it is dependent on analogy from rules not designed for it. It is, there- 
fore, appropriate to have for this specialty an express statutory 
statement of its own principles. 

To sum up the issue of whether there is a need for a statute on 
letters of credit, it may be said that there is no need, in the strict 
sense of the word.* The business is now done cheaply and efficiently; 
there are no abuses which require remedial legislation; the rules of 
practice are written down and, in large measure, accepted and fol- 
lowed. Even if there is utility, there is no exigency. If this analysis 
is correct, the proponents of Article 5 must bear a heavier burden 
of proof than would be the case if there were demonstrated necessity 
for a statute on letters of credit. The necessitous accept what they 
can get; those who merely seek additional efficiency are bound to 
be more particular. 

The second inquiry as to the Article 5, whether or not it adequately 
and properly meets the need or desirability, is one which demands 
consideration on several levels: drafting, commercial practicability, 
and long-range policy. The question cannot, of course, be answered 
definitively until the Code has met the test of sctual use. 

To the extent that one can evaluate the past and predict the future, 
it would appear that Article 5, as approved by the joint meeting of 
the American Law Institute and the National Conference of Com- 
missioners on Uniform State Laws on September 15, 1951, is sound, 
workable and therefore desirable.® 

The most significant (and in many respects, the most satisfactory) 
feature of Article 5 is its restriction to matters of principle, rather 
than precept as to details. The draftsmen have successfully resisted 
the temptation to write a vade mecum for the guidance of clerks in 
any conceivable fact situation, and the result is a statute instead 
of a manual. In this same connection, it is noteworthy that the 
Article confines itself to documentary letters of credit. By so doing, 
the draftsmen have not only preserved the specific application of 
the statute to the most significant type of letter of credit, but have 
also succeeded in avoiding a confusing overlap into areas which are 
not properly letters of credit at all. In this manner, the Article saves 





* The word “‘need”’ is defined in Webster’s Approved Dictionary as “n 
— want; exigency. . . .” No one who has heard a wife expatiate on a vagal 

for a new spring hat will be much impressed by so narrow @ 

* At the time of writing this paper, the Official Comments of the National 
Conference of Commissioners on Uniform State Laws and the American Law 
Institute, to which judicial attention is directed in Section 1-102(3)(f) of the 
Code, are not available. Their unavailability adds a further caveat to the general 
eg ogres that the wearing qualities of any proposed law can only be ascertained 

y life tests. 
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itself from becoming a springboard into confusion, as might have 
been the case had it not clearly excluded from its effect the related 
but inherently dissimilar financial accommodations too often lumped 
under the generic description of “‘credits.’’!° As it stands, the Article 
is limited to documentary credits. 


THE PROPOSED LEGISLATION 


Within its seventeen sections, the Article adequately covers the 
field of documentary credits. It does not establish a specific rule for 
every conceivable case, nor does it legislate with such particularity 
as to inhibit the development of new applications of existing letter 
of credit principles. These omissions are benefits. 

Section 5-101, the title section, restricts the application of the 
Article to documentary credits. 

Section 5-102, entitled “‘Scope,’’ expressly repeats the restriction 
to documentary credits, and also states the rule basic to all letters 
of credit; namely, that the instrument itself is exclusive, and is un- 
affected by the agreements, commodities or transactions out of 
which it may have grown. Subsection (1) expressly states that ‘‘the 
subject matter of a documentary credit transaction is documents’’ 
and not the goods or transaction to which the documents may relate 
or which they may control. 

This section adds two more fundamentals. In Subsection (2) it 
recognizes the fact that a documentary credit may be issued or con- 
firmed by a person other than a bank. Since the Article throughout 
refers to issuer and bank as one and the same, this Subsection (2) 
is important in that it makes clear that if a person other than a bank 
issues or confirms a credit, such person is subjected to the provisions 
of the article as if he were a bank. Subsection (3) gives statutory 
benediction to the Uniform Customs and Practice, and to all ap- 
plicable customs without limitation to those presently existing. It 
must, however, be read in conjunction with Section 5-107(3) which 
makes clear that the relevant customs are banking and not mercantile 
customs." Thus consistency is preserved between Subsections (1) 
and (3) of Section 5-102. 

1° See note 1 supra. 
11 The point is gracefully made by Mackinnon, L.J. in Rayner & Co. v. Ham- 
bro’s Bank, Ltd. [1943] 1 K.B. 37, 41, as follows: 

. it is quite impossible to suggest that a banker is to be affected with 
knowledge of the customs and customary terms of every one of the thousands 
of trades for whose dealings he may issue letters of credit. . . . It would be 
quite impossible for business to be carried on, and for bankers to be in any 
way protected in such matters, if it were said that they must be affected 


by a knowledge of all the details of the way in which particular traders carry 
on their business. 










































DOCUMENTARY LETTERS OF CREDIT 305 





March] 


Section 5-103, entitled ‘‘Definitions and Concepts’’ establishes the 
semantic basis for the Article, but in addition to this, the task of all 
definition sections, it correlates the language of the Article to the 
other Articles of the Code. 

Section 5-104 would require no comment were it not for the inclu- 
sion of reference to authorities to pay and to purchase. Despite the 
draftsmen’s insistence on singling out these devices, they are no 
more reason, if any, to refer to them in Section 5-104 than there is to 
revocable, according to their terms. There would appear to be little 
more reason, if any, to refer to them in Section 5-104 than there is to 
refer to straight credits, red clause credits or revolving credits, to 
name only a few. Yet the reference is there, and it may be well to 
devote a little attention to the two species of credit thus spotlighted 
at this point. 

Section 5-103(1)(a) provides separate definitions for revocable 
and irrevocable credits. The significant difference is that an irre- 
vocable credit is an “‘engagement’’ whereas a revocable credit is 
merely ‘‘notice’’ of an authority existing at the time of the notice, 
and conveys no engagement. The authority to pay or purchase is, 
in fact, a credit as defined in Section 5-103(1)(a), revocable or irre- 
vocable according to its terms. Authorities to pay or purchase oper- 
ate mechanically as follows: 

A bank which acts under an authority to pay advises the bene- 
ficiary that it is authorized to pay drafts drawn by the beneficiary, 
either on the bank or a designated correspondent, or, as the case 
may be, on the party giving the bank the advised authorization to 
pay. The bank makes no engagement to the beneficiary; it may or 
may not act under the authority to pay a draft when presented, 
and if it fails to do so, the beneficiary has no remedy against it al- 
though, in proper case, the bank’s customer may have, just as in 
the case of a check drawn on a bank, and there may be liability for 
misstatement. : 

A bank which acts under an authority to purchase is, in principle, 
in the same position as a bank acting under an authority to pay, 
except that draft is purchased, not paid, and is thus not extinguished. 

Section 5-105 states the international rule almost in the words 
of Article 3 of the Uniform Customs and Practice. The burden lies 
upon the beneficiary of a credit to ascertain whether or not he has 
the engagement of a bank, or whether he has merely a notice that 
the bank is then authorized to honor drafts drawn under and in 
accordance with the terms of the credit. Unless the credit, by its 
own terms, clearly stipulates that it is irrevocable, it is revocable; 
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and the beneficiary is subject to all the disabilities described in 
Section 5-106(4). The prudent beneficiary who desires an irrevocable 
credit will seek in the instrument the word “‘irrevocable,’’ even though 
Section 5-105 requires only a clear stipulation. In practice, banks 
ordinarily denominate irrevocable credits as irrevocable by relatively 
conspicuous use of the word. 

Section 5-106, entitled “‘Establishment and Cancellation of a 
Credit,’’ makes provision for ascertainment of the time when a credit 
is established, the limitations upon cancellation of an irrevocable 
credit and the limitations upon effective cancellation or modifica- 
tion of a revocable credit. The section also repeats the established 
rule that no consideration is needed either to establish a credit, or 
for an agreement modifying its terms. 

Section 5-107, entitled “Issuer’s and Other’s Responsibility,”’ 
defines and limits the liability of the issuer and others in the letter 
of credit transaction. It is declaratory of existing law. Subdivision 
(3), which follows the existing rule as to non-liability for faults of 
others, also contains an interesting treatment of the requirement 
of conformity to customary banking practices in that the prefatory 
‘unless otherwise agreed’’ makes it possible to stipulate for less care 
than would ordinarily be required. This is an important aid to flex- 
ibility. An example of its potential utility is found in the problems 
attendant on so-called foul bills of lading. By international banking 
rule, a bank may reject, as non-complying, any bill of lading which 
bears upon it any superimposed clauses which imply a defect in the 
condition or packing of the merchandise. In practice, this option is 
usually exercised to reject. For example, in the case of a shipment 
of cement in bags, a notation on the bill of lading to the effect that 
the bags are water-stained, implies that the contents as well may have 
been water-soaked, which is bad for cement. Such a bill of lading 
would normally be rejected. It may happen, however, that the con- 
ditions at the seller’s place are such that only secondhand bags are 
obtainable, and the buyer may know this and be prepared to rely 
on the seller’s integrity for the contents of the bags. In such case, 
it would be a disservice for all parties to have the bank bound by 
law to reject the bill of lading. Section 5-107(3) gives leeway for 
special agreement in special circumstances. 

The section also, without novelty, enacts existing practice in 
respect to the provision of funds under acceptance credits, and the 
position of a negotiating bank. The provision in respect to acceptances 
(“and to be put in effectively available funds not later than the day 
before maturity of any acceptance duly made under the credit’’), 
invites a brief discussion of acceptance credits. 
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A so-called ‘‘acceptance credit’’ is one whereby the issuer engages 
to honor a time draft, which, in its turn, means that the issuer en- 
gages to accept and pay drafts drawn under the credit. In a sight 
credit, 7.e., one which contemplates that the beneficiary will present 
drafts which must be paid at sight, the issuer pays the draft and 
then obtains reimbursement, either by independent payment by 
the customer, by debiting an existing general account maintained 
with it by the customer, or by debiting a collateral (or ‘“margin’’) 
account maintained for the purpose. It may be that the reimburse- 
ment will be deferred, and the obligation to reimburse evidenced by 
note, loan agreement, overdraft (in British practice), or otherwise, 
but the principle is the same. 

In the case of an acceptance credit, the mechanics are different. 
The draft is drawn, not payable at sight, but at a specified number 
of days after sight (7.e., a time draft), and, upon presentation, the 
issuer honors by acceptance. In other words, the issuer makes an 
unconditional promise to pay the draft at maturity. The beneficiary 
then becomes the holder of an acceptance, usually a banker’s ac- 
ceptance, which he may discount at a prime rate. The issuer is not 
obligated to pay until maturity, and thus the need of the beneficiary 
for immediate cash and of the customer for time in provision of cash 
are mutually satisfied, at a price measured by the discount rate. In 
the case of the sight credit, the normal practice is for the customer 
to reimburse the issuer immediately upon payment by the issuer of 
the draft. In the case of the acceptance credit, the normal practice 
is for the customer to pay the issuer one day prior to maturity of the 
draft. Section 5-107(2) enacts this normal practice, yet leaves room 
for the case in which the customer needs additional accommodation, 
or the issuer demands prompter payment. The preface “unless 
otherwise agreed’”’ leaves the parties free to arrange, by contract, 
that discharge of the customer’s obligation shall take place at an 
earlier or later time than would be expected in view of the normal 
practice. 

In its treatment of the negotiating bank, the section also enacts 
normal practice, with provision for contractual variance. Here, some 
careful reading is required. One division of credits is between “straight’’ 
and “negotiation.’’ A ‘straight credit’’ is one in which the issuer’s 
engagement is limited to a named person, that is, an engagement 
with the beneficiary, and the beneficiary only, that drafts drawn 
under and in accordance with the terms and conditions of the credit 

will be honored. A “negotiation credit’’ is one in which the issuer 
engages not only with the named beneficiary, but also with any bona 
fide holders, that drafts drawn under and in accordance with the 
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terms and conditions of the credit will be honored. In the case of 
the straight credit, one who purchases a draft from the beneficiary 
acquires only the rights of the ordinary purchaser; if the drawee 
fails to pay, his remedy lies against his vendor and not against the 
drawee. In the case of the negotiation credit, however, one who pur- 
chases a draft from the beneficiary has a direct right against the 
drawee (if drafts are to be drawn on the issuer) or, in any event, 
against the issuer. 

Section 5-107(2), by providing that a negotiating bank is entitled 
to immediate reimbursement of “any payment duly made under the 
credit’’ [Emphasis supplied.], preserves the existing rule, and confers 
no benefit on one who negotiates a draft under a straight credit, 
unless there is some special arrangement (“‘unless otherwise agreed’’) 
between the issuer and the negotiator. 

Sections 5-108 to 5-110, inclusive, invite little extratextual com- 
ment. Section 5-111, entitled “Excuse from Honor or Reimburse- 
ment,’’ however, while clear in its language, does warrant some 
discussion. 

This section reiterates the basic rule that the credit is wholly 
independent of any agreement among the mercantile parties, and 
its absolute character is not weakened by mercantile defects. For 
example, the issuer has irrevocably promised to pay against docu- 
ments evidencing shipment of a hundred crates of eggs. At the time 
of presentation, the buyer advises the bank that he is informed that 
the eggs are addled. The bank is nevertheless required to pay, if 
the documents are in apparent good order, and is entitled to re- 
imbursement from the buyer even though the eggs are, in fact, 
addled. Section 5-111 modifies this rule in a certain limited area, 
and in so doing gives effect to recent case law.'*? Where there is a 
claim of forgery or fraud in a required document, and where no 
authorized person has acted in reliance on such document, a court 
of competent jurisdiction may enjoin honor or reimbursement. 

While the section provides a partial remedy against fraud, it 
leaves the bank in a purely ministerial position, and imposes upon 
the bank no obligation to determine whether or not there has been 





12 Sztejn v. Schroder Banking Corp., 177 Misc. 719, 31 N.Y.S.2d 631 (Sup. Ct. 
1941). In this case, the plaintiff sued to restrain the payment or presentment for 
payment of drafts under a letter of credit, alleging that the documents accom- 
panying the drafts were fraudulent in that they did not represent actual mer- 

chandise. The Chartered Bank, which had taken the draft for collection, moved 
to dismiss on the ground that the documents on their face conformed to the re- 
quirements of the credit. The court, emphasizing the fact that the presenter was 
a collecting bank, which stood in the same position as the seller, refused to dis- 
miss the e supplemental complaint, but said at 723, 31 N.Y. 8.2d at 635 
If it had appeared from the face of the complaint that the bank presenting 
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fraud, nor what to do about it if there has been. Moreover, an 
authorized person who has acted in good faith is protected even in 
the event of fraud. The effect of this rule is to preserve the wide 
acceptance of credits. In essence, it is that, where forgery or fraud 
is demonstrated, a court may enjoin honor or reimbursement, pro- 
vided that the position of one who relied in good faith on the credit 
may not be prejudiced. If a bank has relied on the document, or a 
holder in due course under a negotiation credit demands honor or 
reimbursement, the court is without power to enjoin. 

Section 5-112 establishes a normal time within which a bank may 
withhold honor for the purpose of examination and processing of 
documents, but also allows for the extraordinary situation in which, 
because of press of work, difficulties in translation, or any one of a 
score of other reasons, it is impracticable for the bank to say yes 
or no within a specified period. This section should be read in the 
light of Article 10 of the Uniform Customs and Practice," which 
does not specify any time within which a bank must examine docu- 
ments, but does provide that, in the event the issuer determines 
not to honor, or to reimburse where there has been payment or 
negotiation, it must act promptly. The purpose of Article 10 was to 
forestall issuers, at the instance of their customers, from seizing 
upon a technical irregularity in a document as an excuse to delay 
action until there had been an opportunity to inspect the goods, or 
capitalize on a break in prices. Article 10 thus sets up a stringent, 
but salubrious, rule of waiver. 


Section 5-113 deals with the vexatious area of indemnities. The 
situation to which it is addressed is the following: A negotiation 
credit is issued by a New York bank calling for a full set of bills of 
lading evidencing shipment of beef from Buenos Aires to Liverpool. 
A draft under the credit is negotiated by an Argentine bank, which 
forwards draft and documents to New York for collection. The col- 
lecting bank in New York presents draft and documents but is met 
with the objection, by the issuer, that one of the counterparts of 
the bill of lading is missing. This is concededly grounds for dishonor 
of the draft. It may be, however, that the collecting bank is aware 
of a good reason for the absence of the missing counterpart; it may 

the draft for payment was a holder in due course, its claim against the bank 

issuing the letter of credit would not be defeated even though the primary 
transaction was tainted with fraud.- 

Also see Asbury Park & Ocean Grove Bank v. National Bank, 35 N.Y.8.2d 985 
(Sup. Ct. 1942). 

48 Article 10 of the Uniform Customs and Practice for Commercial Docu- 


mentary Credits (1951 Revision), as promulgated in Brochure No. 151 of the 
International Chamber of Commerce. 
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be en route by steamer, or the bank may know that it was inadver- 
tently destroyed. The collecting bank therefore offers to indemnify 
the issuer against loss if the issuer honors the draft under the credit 
notwithstanding non-compliance of required documents. Section 
5-113 exorcises the old spectre of ultra vires in this connection. There 
is little need for this statutory blessing, since it has long been gen- 
erally accepted that guaranties in respect of missing documents or 
other discrepancies are valid and frequently useful,'* but it is com- 
forting to have logic bulwarked by legislation. 

It is important to note that in its sanction of indemnities, the 
Code imposes no duty upon issuers or others to accept them. The 
decision in Dizon, Irmaos & Cia., Lida. v. Chase National Bank** is 
thus confined to its juridical isolation ward, neither executed by 
express statutory reversal, nor by statutory approval encouraged to 
resume its career. 

Section 5-115, on Transfer and Assignment, follows the inter- 
national rule set forth in Article 49 of the Uniform Customs and 
Practice, that a beneficiary cannot delegate the right to perform 
under a credit unless such delegation is expressly authorized by the 
issuer. In Subsection (2) it happily disposes of the question as to the 
beneficiary’s right to dispose in advance of the proceeds of his per- 
formance under a credit which is not transferable or assignable. The 
rule, in effect, is that an assignment of proceeds is good as between 
assignor and assignee, and in certain circumstances, as between 
assignee and creditors of the assignor, but is not binding upon the 
issuer or any paying bank, if issuer or paying bank choose not to be 
bound. 

Section 5-116, entitled ‘“Remedy for Improper Dishonor or Re- 
pudiation,”’ follows existing law in its elimination of recovery of 
incidental or consequential damages. 

There is a further section," relating to insolvency of issuers, which, 





4 The propriety of issuing indemnities was inferentially noted by the Circuit 
Court of Appeals for the Second Circuit in Dixon, Irmaos & Cia. v. Chase Na- 
tional Bank, 144 F.2d 759 (2nd Cir. 1944), cert. denied 324 U.S. 850 (1945). See 

enerally, Harfield, The National Bank Act and Foreign Trade Practices, 61 

ARV. L. Rev. 782 (1948). 

% 144 F.2d 759 (2nd Cir. 1944), cert. denied, 324 U.S. 850 (1945). This decision 
has caused widespread distaste among letter of credit bankers, most of whom feel 
that the court erred in its findings of fact as to the nature of the custom involved. 
The holding of the court is that, at the time of the litigation, there was a custom 
among bankers in New York whereby an issuer was obliged to accept the in- 
demnity of a prime bank in lieu of a missing —— of a bill of lading. Even 
if the decision were sound, it would, of course, not be binding in respect to missing 
bills of lading in Boston, nor to missing certificates of quality in New York. So 
restricted, it is harmless; expanded, it would be very bad law. 

%U.C.C., § 5-117. 
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in its substantive outline, follows existing law’ and serves to facilitate 
trade. 

The net effect of Section 5-117, entitled “Insolvency of Bank 
Holding Funds for Documentary Credit” is that the effects of an 
insolvency of an issuer upon the underlying trade transaction are 
held to a minimum. When collateral is provided or payment or pre- 
payment made in connection with a credit (the generic term is 
“cover’’), the purpose is to secure the bank in its right to reimburse- 
ment from its customer. Cover is not the same thing in the con- 
templation of the parties as a deposit. The theory of the Code 
is, therefore, that cover should be allocated directly and fully 
to the draft or acceptance so that the merchandise by-passes the 
insolvency of the issuer rather than being passed through the in- 
solvent estate. In the Comments to an earlier draft of the Code, the 
Reporters said: 


. the special treatment provided in the section does not de- 
pend upon any fictional creation of “special funds’’ or any “ear- 
marking”’ or ‘‘designation’’ which rests merely in bookkeeping, 
as against other creditors of the insolvent bank.'* 


Rather, it would appear that the Code regards the issuer, for this 
purpose, as merely an instrumentality between two mercantile 
parties and, upon the insolvency of the issuer, brings the mercantile 
parties into direct relations. The section will probably produce some 
disagreement in the legal fraternity, but, in the view of this writer, 
it makes sense.'* 


CONCLUSION 


In the absence of definitive comments to the Article, it is impossible 
to make an informed judgment as to the practical desirability of this 
portion of the proposed Code. On the basis of the text alone, however, 
the Article appears to present a sound and workable body of rules for 
the practical guidance of those engaged in the letter of credit business. 
Granted the probable presence of latent imperfections, it should still 
be a welcome and eminently useful addition to the law. 





17 See Shawmut Corp. of Boston v. Bobrick Sales Corp., 260 N.Y. 499, 184 N.E. 
68 (1933); Bank of United States v. Seltzer, 233 Ap hiv. 225, 251 N.Y. Supp. 
637 (1st Dep’t 1931); Greenough v. Munroe, 53 F.2d 362 (2nd Cir. 1931). In the 
case of clean, rather than documentary credits, the rule seems oy Tat WY. Supp. 
to be different. Taussig v. eg Trust Co., 156 App. Div. 519, 141 N.Y. Supp 
347 (1st Dep’t 1913), aff'd 213 N.Y. 627, 107 N.E. 1086 (1914) 

18 U.C.C. § 5-125, Comment 2 (Spring Edition, 1950). 


19See Warp and HarrieLD, BANK CREDITS AND ACCEPTANCES IN INTER- 
NATIONAL AND Domestic TRADE c. 14 (1948). 











Article 6—Order Out of Chaos; A Bulk 
Transfers Article Emerges 


Tuomas CuiiFFrorD BILuia* 


I 
Tue Existine Law 


More than a half century ago, the State of Louisiana enacted the 
nation’s first bulk sales law.' In the intervening years, all of the 
American states? and the District of Columbia’ have followed Louisi- 
ana’s lead and have placed bulk sales legislation on their statute 
books. As these statutes are far from uniform, and as they permit 
considerable latitude in construction, the bulk sales grist from the 
judicial mill has indeed been heavy.‘ Accordingly, when into the 
confusion there is thrust a proposed bulk sales statute or, more 





* A.B. 1918, Geneva; A.M. 1922, University of Pennsylvania; LL.B. 1925, 
J.8.D. 1928, Yale University. Assistant Professor of Law, Catholic University, 
and Assistant Solicitor, Department of Interior. Editor, Billig’s Third and Fourth 
Editions of Holbrook and Aigler’s Cases on BANKRUPTCY. 

1 Acts of La. 1896, p. 137. 

? Ata. Cope Ann. tit. 20, § 10 (1940); Ariz. Cope Ann. § 58-301 (1939); Arx. 
Strat. Ann. tit. 68, § 1501 (1947); Cat. Crv. Cope § 3440 (1949); CoLo. Srar. 
Ann. c. 27, § 1 (1935); Conn. Rev. Gen. Stat. § 6705 (1949); Det. Rev. Cope 
§ 3110 (1935); Fua. Star. § 726.04 (1949); Ga. Cope Ann. §§ 28-203 to 28-206 
(1936); Ipano Cope Ann. tit. 64, § 702 (1949); Inu. Ann. Star. c. 121%, § 78 
(1936), as amended by Ill. Laws 1947, p. 1516; Inv. Ann. Star. § 33-201 (Burns 
1949); Iowa Cope §§ 555.1 - 555.5 (1950); Kan. Gen. Star. Ann. §§ 58-101 to 
58-104 (1949); Ky. Rev. Strat. §§ 377.010 - 377.990 (1948); La. Rev. Srar. 
§§ 9:2961 - 9:2968 (1950); Mr. Rev. Srar. c. 106, §6 (1944); Mp. Ann. CopE 
Gen. Laws art. 83, § 98 (1939); Mass. Ann. Laws c. 106, §1 (1947); Micu. 
Comp. Laws §§ 442.1 - 442.3 (Mason 1948); Minn. Star. § 513.18 (Henderson 
1949); Miss. Cope Ann. § 274 (1942); Mo. Rev. Strat. Ann. §§ 427.010 to 
427.050 (1949); Mont. Rev. Copres Ann. § 18-201 (1947); Nes. Rev. Star. 
§ 36-501 (Supp. 1949); Nev. Comp. Laws Ann. §§ 6816-6820 (1929); N. H. Rev. 
Laws c. 262, B43 (1942); N. J. Rev. Srar. § 46:29-1 (1937); N. M. Strat. Ann. 
§ 53-1001 (1941); N. Y. Pers. Prop. Law § 44; N. C. Gen. Star. ANN. § 39-23 
(1950); N. D. Rev. Cope § 51-02 (1943); On10 Gen. Copr Ann. § 11102 (1938); 
Oxta. Srart. tit. 24, § 71 (1941); Ore. Comp. Laws Ann. § 70-414 (1940), as 
amended by Ore. Laws 1949, c. 4385; Pa. Stat. Ann. tit. 69, § 521 (1931); R. I. 
Gen. Laws c. 483, § 1 (1938); S. C. Cope Ann. § 6617 (1942); S. D. Cong § 54.03 
(1939); Tenn. Cope Ann. § 7283 (1934); Tex. Star. Rev. Civ. art. 4001 (1948); 
Uran Cope Ann. § 33-2 (1943); Vr. Pus. Laws § 7846 (1947); Va. Cong § 55- 
83 (1950); Wasn. Rev. Strat. Ann. §§ 5832 - 5835 (1932), as amended by Wash. 
Laws 1943, c. 98; W. Va. Cope Ann. § 4001 (1949); Wis. Srar. § 241.18 (1951); 
Wyo. Comp. Star. Ann. § 41-701 (1945). 

2D. C. Cope §§ 28-1701 to 28-1705 (1940). 

* Some 750 court decisions ee sales legislation were analyzed and 
classified in 1935-1936 at the Duke University School of Law by a research 
assistant to the present writer. However, bulk sales litigation appears to have 
decreased during the last ten years. See Miller, The Effect of the Bulk Sales Article 
on Existing Commercial Practices, 16 Law & Contemp. Pros. 267, 283 (1951). 
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accurately, a proposed bulk*transfers statute which has the approval 
of both the American Law Institute and the National Conference on 
Uniform State Laws, it is, indeed, a fortuitous event. 

The excellence of the “bulk transfers’’ article, which is Article 6 
of the new Uniform Commercial Code, is due in no small part to the 
labors of the Reporter, Professor Charles Bunn of the University of 
Wisconsin Law School, who began his work in 1947 and who carried 
the article through its final draft in 1951, in which year both of the 
sponsoring organizations approved the Uniform Commercial Code. 
As indicated, Article 6 is entitled “Bulk Transfers.’”’ The space de- 
voted to it is short, comprising only eleven sections.’ But whatever 
the article lacks in length is made up for in strength, as will be ex- 
plained in some detail hereafter. 

As the basic material on which the Reporter worked is contained 
in the bulk sales laws of the states, a preliminary word should be 
said as to the purpose, contents, and classification of these statutes. 
It has been pointed out many times that it was not the purpose of 
the credit men of the nation, who sponsored bulk sales legislation 
in the states,* to press for laws that would prevent a merchant from 
selling in toto his stock of merchandise and fixtures.?7 What the 
credit men did want, however, was legislation which would require 
the seller to give warning to his creditors that he intended to dispose 
of the bulk of his property. Without such warning, merchandise 
creditors, whose accounts ordinarily are unsecured, frequently would 
discover that the bulk sale of their debtor’s assets was an accom- 
plished fact, and that the title to the merchandise and fixtures was 
in the hands of a third person, who alleged (and who frequently 
could prove) that he had purchased them in good faith from the 
debtor. Frequently by that time the debtor had left the community. 
In contrast, however, if a warning of the impending transfer should 
be given by the prospective purchaser in accordance with the terms 
of the particular bulk sales statute, the creditors would be placed on 
guard against a fraudulent conveyance, and in some states they 
might participate directly in the purchase price to be paid to the 





5U.C.C. §§ 6-101 to 6-111. All citations to the Unrronm CommercitaL CopE 
refer to the Final Text Edition (November 1951), unless otherwise indicated. 

* The campaign of the National Association of Credit Men in behalf of bulk 
sales legislation is traced in detail in Billig, Bulk Sales Laws: A Study in Economic 
Adjustment, 77 U. or Pa. L. Rev. 72 (1928). 

For the reaction of representative credit men as to how the bulk sales statutes 
operate in practice, see Miller, — note 4, at 281. The results of a much older 
survey which sought to accomplish the same purpose appear in Billig and Smith, 
= Laws: A Study in Statutory Interpretation, 38 W. Va. L.Q. 309, 313 
7 See, for example, Creprr MANUAL oF ComMMERCIAL Laws 390 (1951). 
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prospective seller. Then, too, in instances where the seller’s business 
was in financial difficulty, compliance with the provisions of the 
state bulk sales law would call the attention of the creditors to what 
might prove to be an attempt to effect, through a bulk sale, a prefer- 
ential transfer of substantially all of the debtor’s property to a single 
creditor.*® 

Although it is no longer quite accurate to break down the bulk 
sales laws of the states into the three categories used by the credit 
men,*® it is true that, by and large, these statutes have generally 
followed three distinct patterns. 

By far the larger number of jurisdictions have modeled their 
legislation along the lines of the so-called “New York form.”’ This 
type of enactment usually provides that a sale, transfer, or assign- 
ment in bulk of any part or the whole of a stock of merchandise and 
fixtures made outside the ordinary course of trade or business shall 
be void, or fraudulent and void, or presumed to be fraudulent and 
void’ unless certain conditions are complied with. These usually 
are (a) that, before the sale, the seller must make a full and detailed 
inventory showing the cost of each article to be included in the sale, 
(b) that the purchaser, transferee, or assignee must receive from the 





8 In his revised comment to Section 6-101 of the Code, the Reporter wrote in 
part: 

Many states have bulk sales laws, of varying type and coverage. Their 

ene purpose is to deal with two common forms of commercial fraud, 

name! 

(a) The merchant, owing debts, who sells out his stock in trade to a friend 
for less than it is worth, pays his creditors less than he owes them, and hopes 
to come back into the business through the back door some time in the future. 

(b) The merchant, owing debts, who sells out his stock in trade to any 
one | any price, pockets the proceeds, and disappears leaving his creditors 
unpaid. 

It is pointed out that the substantive law covering the first case is contained 
in the Uniform Fraudulent Conveyance Act, and that no change in that Act 
is proposed. It is the second case that is the “major bulk sales risk, and its pre- 
vention is the central purpose of the existing bulk sales laws and of this Article.” 

For a recent discussion of this matter, see Weintraub and Levin, Bulk Sales 
Law and Adequate Protection of Creditors, 65 Harv. L. Rev. 418, 483 (1952). 

®See Montcomery, Laws AND Decisions APPLYING TO SALEs IN BuLK 13 
(2d ed. 1926). Mr. Montgomery, who is counsel for the National Association 
of Credit Men, has made frequent revisions of this material which appears pres- 
ently in the Creprr Manuva or CommerciAL Laws 390 (1951). 

1° Trrespective of whether the statute follows the New York form, the Pennsyl- 
vania form, or the Connecticut form, all sorts of language can be found to de- 
scribe the legal result of non-compliance. The New York statute, supra note 2; 
§ 44, still retains the term “‘void.”’ Pennsylvania, supra note 2, § 523, continues 
to read “fraudulent and void,’”’ as does California, which is modeled along the 
lines of the Connecticut statute, supra note 2, § 3440. The Georgia statute, 
supra note 2, § 28-205, uses the words “conclusively presumed to be fraudulent,” 
and Oregon, supra note 2, § 70-415, and Wisconsin, supra note 2, § 241.18, de- 
—_ = result of non-compliance as “conclusively presumed to be fraudulent 
and void.” 
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seller a sworn statement listing his creditors and the amount of in- 
debtedness owing to each of them, and (c) that the purchaser, within 
a certain specified number of days, ranging from five to ten, before 
taking possession of the subject matter of the sale, must notify 
personally or by registered mail every creditor whose name appears 
on the list, or of whom he has knowledge, as to the price, terms, and 
conditions of the proposed transfer. Upon the application of any 
creditor of the seller or assignor, any purchaser or assignee who fails 
to conform to the requirements of the statute usually becomes a 
receiver for the creditors and, as such, he is held accountable to the 
creditors for all merchandise and fixtures which have come into his 
hands. As is the case under most bulk sales statutes, regardless of 
form, sales by judicial and fiduciary officers are exempt from the 
provisions of the statute. And, in some jurisdictions, assignments for 
the benefit of creditors are expressly excepted also. 

Another group of states has enacted bulk sales laws more compre- 
hensive in scope. These follow the so-called ‘‘Pennsylvania form,”’ 
which has long been favored by the credit men." Many of the pro- 
visions of the New York form are included, but the statute also sets 
forth the form of the certificate of indebtedness to which the seller 
must make affidavit. Also, the statute imposes upon the purchaser 
a duty to see that the proceeds of the sale are applied to the debts 
of the seller, and a criminal penalty is imposed for a wilfully false 
statement by the seller to the purchaser.'” 

Three states, Connecticut,!* California," and Arizona," have a kind 
of bulk sales statute that uses a public record as a means of notifying 
creditors of the impending sale. Thus, in California, the sale, transfer, 
assignment, or mortgage of a stock in trade or a substantial part 
thereof “will be conclusively presumed to be fraudulent and void as 

11 See Montgomery, The Bulk Sales Law as It Was Intended to Be and as It Is, 
25 Crepir MonTuH_y 8 (1923). 

2 The statutes of the following states contain all of these provisions. Idaho, 
supra note 2; Louisiana, supra note 2; Montana, supra note 2; Nevada, supra 
note 2; Pennsylvania, supra note 2; Utah, supra note 2; and Washington, supra 
note 

4 Conn. Rev. Gen. Srar. § 6705 (1949). Connecticut originally enacted a bulk 
sales law very limited in scope. Conn, Gen. Strat. §§ 4749-4751 (1918). Only 
vendors who were engaged in the business of buying commodities and sellin 
them “in small quantities for the purpose of making a profit”’ were include 
within the coverage of the statute. Barber shops, dental parlors, restaurants, and 
shoe-shining pose y A cleaning shops were mentioned specifically. The Connecti- 
cut statute, which now covers the “transfer in bulk of a major part or the whole 
of a stock of merchandise . . . and fixtures” rovides that “the transferor shall, 
not less than fourteen nor more > oon thirty days prior to such sale . . . cause to 
be recorded in the town clerk’s office in the town where such transferor conducts 
such business, a notice of his intention to make such sale . 


“Cart. Civ. Cope § 3440 (1949). 
% Ariz. Cope ANN. § 58-301 (1939). 
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against the existing creditors of the vendor, transferor, assignor or 
mortgagor’’ unless the latter “‘at least 10 days before the consumma- 
tion’’ of the transaction “shall record in the office of the county re- 
corder”’ certain specified information, including the identification of 
the principal parties involved, ‘‘a general statement of the character 
of the merchandise or property’’ intended to be transferred, “‘and the 
date when and the place where the purchase price or consideration, if 
any there be, is to be paid.’’ The California statute also imposes 
personal liability on any auctioneer who fails to record a notice of 
sale ten days in advance of the impending sale of a “‘stock in trade 
or fixtures and store equipment”’ of certain types of businesses. Such 
liability covers all damages incurred by any creditor as a result of 
the auctioneer’s failure to give the required notice. As in the case of 
certain jurisdictions using the New York and Pennsylvania forms, 
assignments for the benefit of creditors, judicial sales, and sales by 
fiduciaries such as executors, administrators, guardians, and receivers 
are excepted from the provisions of the California bulk sales statute. 

This chaotic mass of patchwork statutory material, as construed 
by a host of conflicting decisions, constituted the source material 
at the disposal of the Reporter for Article 6 of the Uniform Com- 
mercial Code. 


i II 
SUBSTANTIVE PROVISIONS 
Transfers Subject to Article 6 


As finally approved, Section 6-102 of Article 6 provides that: 


(1) A “bulk transfer’’ is any transfer in bulk and not in the 
ordinary course of the transferor’s business of a major part of the 
materials, supplies, merchandise or other inventory (Section 
9-109) of an enterprise subject to this Article, or of so much 
thereof that what remains, together with the transferor’s other 
assets exclusive of the consideration received for the transfer, is 
inadequate to enable the transferor to meet his debts as they 
mature. 

(2) “Transfer’’ includes the voluntary creation of a security 
interest in such property. 

(3) A transfer of a substantial part of the equipment (Sec- 
tion 9-109) of such an enterprise is a bulk transfer if it is made 
in connection with a bulk transfer of inventory, but not other- 
wise. 

(4) The enterprises subject to this Article are all those whose 
principal business is the sale of merchandise from stock, including 
those who manufacture what they sell. 
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(5) Except as limited by the following section all bulk trans- 
fers of goods located within this state are subject to this Article." 


The language employed in defining a “bulk transfer’? in Sub- 
section (1) is partly old and partly new. Although, as previously 
indicated, the statutory language varies, the requirements that the 
sale must be “in bulk’’ and “‘otherwise than in the ordinary course 
of trade’’ (or equivalent terms) are found in the bulk sales laws of all 
of the states. At another place,!” the present writer and a colleague 
analyzed in considerable detail the meaning of these terms as they 
were used in a host of cases. No good purpose would be served by 
repeating this analysis here. Suffice it to say that no clear line of 
cleavage between these terms was found either in the statutes or in 
the decisions. The term “in bulk’’ clearly is quantitative in character. 
It involves a comparison of the value of the goods disposed of with 
that of the whole stock. The phrase “‘otherwise than in the ordinary 
course of trade’’ or ‘‘out of the ordinary course of business,’’ on the 
other hand, is in a sense qualitative, although no rule of thumb has 
been devised which will segregate the ordinary transaction from the 
extraordinary. However, as these phrases have been associated with 
bulk sales laws since the beginning, the Reporter for Article 6 was 
wise in retaining them. 

As Professor Miller has pointed out in his excellent article, “The 
Effect of the Bulk Sales Article on Existing Commercial Practices,’’!* 
the latter part of Subsection (1) contains “an entirely new idea”’ in 
bulk sales legislation. Two alternative situations are presented. The 
first states that a ‘‘major part’’!® of the “materials, supplies, mer- 
chandise or other inventory’’ must be transferred in order to bring 

16 Except for changing ‘(Section 9-105)” to “(Section 9-109)” in two places, 
Section 6-102, as finally approved, does not differ from the text which appeared 
in the Spring 1951 Draft. The final clause in Subsection (1) “inadequate capital 
for the regular conduct of his business” appearing in the Spring 1950 Draft was 
replaced by the words “inadequate to enable the transferor to meet his — 
as they mature.” Thus, the pe neal wisely substituted a familiar legal 
traditionally used by courts of equity to indicate the insolvency of a } = weg btor. 

In Subsection (2) the words ‘en or other” were dropped before the words 

“security interest.” 

17 See Billig and Branch, The Problem of Transfers Under Bulk Sales Laws: 
73, (eer of Absolute Transfers and Liquidating Trusts, 35 Micu. L. Rev. 732, 

a8 Mille, supra note 4, at 269 

19 See In. ANN. Srat. c. 121%, § 78 (1936), as amended by Ill. Laws 1947, 

p. 1516, wherein it is provided “that the sale, transfer, or assignment in bulk of 
the major part or the whole of a stock of merchandise, or merchandise and fixtures 
or other goods and chattels of the vendor’s business. . . .” 

Cf. Ariz. Cope Ann. § 58-301 (1939), which reads: “No person in the business 
of buying commodities and selling the same in small quantities, for are of 


profit, shall at a single transaction, and not in the regular course of business, 
-_" a or deliver the whole or seventy-five [75] per cent of his stock in trade. 
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the transfer within the coverage of the statute. Obviously this means 
more than one-half of the transferor’s total stock. The second alter- 
native, however, relates to ‘so much thereof that what remains, to- 
gether with the transferor’s other assets exclusive of the considera- 
tion received for the transfer, is inadequate to enable the transferor 
to meet his debts as they mature.”’ 

At the time when Professor Miller wrote, the final clause of Sub- 
section (1) read “is inadequate capital for the regular conduct of 
his business.’’ Professor Miller, therefore, quite properly concluded 
that the “criterion is not strictly speaking that of solvency or in- 
solvency, but it is a related idea.’’° As amended in the Spring 1951 
Draft, the criterion has become solvency or insolvency, as these 
terms are used, not in the first 72 sections of the Bankruptcy Act, 
but as they have been used through the years by courts of equity. 
This utilization of a solvency or insolvency criterion appears to the 
present writer to have been a wise decision. 

The term “‘inventory”’ is used in Subsection (1) of Section 6-102 
along with the terms “materials, supplies, merchandise.’”’ In Sub- 
section (4) of Section 9-109, it is stated that goods are 


‘Snventory”’ if they are held or are being prepared for sale or 
are to be furnished under a contract of service or if they are raw 
materials, work in process or materials used or consumed in a 
business. If goods are inventory they are neither farm products 
nor equipment. 


The Reporter’s comment to Section 9-109 of the Spring 1950 Draft 
explains adequately the difference between “inventory” and “equip- 
ment,’’?! the basic words in Subsection (3) of Section 6-102. The 
explanation states: :, 

The principal test to determine whether goods are inventory 
is whether they are held for immediate or ultimate sale... .” 


Machinery used in manufacturing, for example, is equipment 
and not inventory even though it is the continuing policy of the 





20 Miller, supra note 4, at 269. 

*1In Subsection (2) of Section 9-109, the term “equipment” is defined as 
meaning goods which “‘are used or bought for use primarily in business (including 
farming or a profession) or by a debtor who is a non-profit organization or a 
governmental subdivision or agency or if the goods are not included in the def- 
initions of inventory, farm products or consumer goods. . . .”” Some of the state 
statutes use the word “equipment.’”’ Thus, it is provided in Mo. Rev. Star. 
Ann. § 427.020 (1949) that “the sale, trade or other disposition of the major part 
in value or the whole of a stock of merchandise, or merchandise, fixtures and 
equipment, or equipment pertaining to the vendor’s business, otherwise than 
in the ordinary course of trade. . . .” The Nebraska statute includes the term 
— along with the usual stock words. Nes. Rev. Star. § 36-501 (Supp., 
1949). 

2 Italics supplied by the present writer. 
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manufacturing enterprise to sell machinery when it becomes 
obsolete. Goods to be furnished under a contract of service are 
inventory even though the arrangement under which they are 
furnished is not technically a sale. It should be noted that one 
class of goods which is not held for ultimate disposition to a 
purchaser is included in inventory: “materials used or consumed 
in a business’. Examples of this class of goods are a coal pile, a 
supply of fuel oil, scrap metal produced by manufacturing opera- 
tions and containers used to package the goods. In general it may 
be said that goods used in a business are equipment when they 
are fixed assets or have, as identifiable units, a relatively long 
period of use; but are inventory, even though not held for sale, 
if they are used up or consumed in a short period of time in the 
production of some end product. 


It has been already noted that where the transfer consists of ‘‘ma- 
terials, supplies, merchandise or other inventory” the test is whether 
“a major part’’ has been transferred. However, as provided in Sub- 
section (3) of Section 6-102, if equipment is transferred ‘‘in con- 
nection with a bulk transfer of inventory,” the test is not a major 
part but ‘a substantial part.’’* 

Subsection (2) of Section 6-102 provides that the term ‘‘transfer’’ 
includes “‘the voluntary creation of a security interest’”’ in the prop- 
erty described in Subsection (1), and Subsection (4) provides that the 
“enterprises’’ subject to the Bulk Transfers Article “are all those 
whose principal business is the sale of merchandise from stock, in- 
cluding those who manufacture what they sell.’’ 

In a word, Section 6-102 has made at least five notable contribu- 
tions. 

1. The section has substituted for the traditional words, ‘‘goods, 
wares, and merchandise,’’ descriptive terms that are more accurate, 
and in the case of “‘inventory’’ and “equipment,’’ terms that have 
been defined elsewhere in the Uniform Commercial Code. 

2. The resulting solvency or insolvency in the equity sense of the 
transferor has been made the criterion for determining whether a 
partial transfer of assets is within the prohibition of the section. 





3 The terms “substantial” or “substantially all’’ are not new. They are used 
in several of the state statutes to cover not only “equipment” but also ‘goods, 
wares, and merchandise” or their equivalents. Thus, the Florida and Georgia 
statutes encompass a situation ‘‘whereby substantially the entire business or 
trade theretofore conducted by the vendor shall be sold or conveyed.’”’ See Fua. 
Strat. § 726.05 (1949) and Ga. Copr Ann. § 28-206 (1936). The Louisiana statute 
covers “all or substantially all.”’ See La. Rev. Stat. § 9:2961 (1950). The Oregon 
statute embraces “all or substantially all ... .’’ See Org. Comp. Laws ANN. 
§ 70-414 (1940), as amended by Ore. Laws 1949, c. 435. The Washington statute 
encompasses “all or substanti ly all of any stock of goods, wares, or merchandise 
and/or all of the fixtures and equipment used in and about the business carried 
on by the vendor.”’ See 7 Wasu. Rev. Stat. ANN. § 5832 et seg. (1932), as amended 
by Wash. Laws 1943, c. 98. 
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3. Chattel mortgages, pledges, and other security interests volun- 
tarily created are expressly included in the concept ‘‘transfer.’’ The 
controversial word “‘lien’’ happily has been eliminated.” 

4. The controversial word “fixtures’’ fortunately has been elimi- 
nated also.” 

5. Manufacturers are included, as they should be.** Enterprises 
which furnish services rather than sell merchandise are not within 
the coverage of the Bulk Transfers Article,”” thus eliminating an- 
other area of controversy. 


Transfers Not Subject to Article 6 


Section 6-103 sets forth the transfers that are not subject to Article 
6. The first concerns security transfers and is as follows: 


(1) Those made for the sole purpose of giving security for the 
repayment of new value extended to the transferor (Section 
9-111). But if a bulk transfer also secures existing debts it is sub- 
ject to this Article as to them.** 


% See discussion, infra, of Section 6-103 (1). 

% The statutes of a number of states expressly included “fixtures” along with 
“goods, wares, and merchandise.” See, for example the Cau. Civ. Cope § 3440 
(1949), which covers “fixtures or store equipment of a baker, cafe or restaurant 
owner, garage owner, machinist, cleaner and dyer, or retail and wholesale mer- 
chant. . . .” In the absence of an express reference to fixtures in the statute, 
some decisions held that fixtures were included by implication. Parham & Co. 
v. Potts-Thompson Liquor Co., 127 Ga. 303, 56 S.E. 460 (1907); Walton v. 
Walton Fisher Co., 146 Miss. 291, 111 So. 364 (1927). Other cases reached an 
opposite result. Heilmann v. Powelson, 101 Misc. 230, 167 N.Y. Supp. 662 
(Sup. Ct. 1917); Smith v. Boyer, 119 8.C. 176, 112 S.E. 71 (1922). The meaning 
of the word “fixtures” also stirred up considerable litigation. See Billig and Smith, 
supra note 6, at 326. The cases are collected in Notes, 43 Cou. L. Rev. 533, 535 
(1943); 35 Va. L. Rev. 123 (1949). 

% Recent New York decisions appear to have reached this result. Davignon 
v. Raquette River Paper Co., 269 pp. Div. 889, 56 N.Y.S.2d 249, 250 (3d Dep’t 
1945); Flushing National Bank v. Abrams, 296 N.Y. 1009, 73 N.E.2d 582 (1947). 
However, the weight of authority was otherwise. Frederick v. Dettary Engineer- 
ing Co., 318 Mich. 252, 28 N.W.2d 94 (1947); 34 Va. L. Rev. 96 (1948); Gitt v. 
Hoke, 301 Pa. 31, 151 Atl. 585 (1930). 

27 Some of the state statutes expressly covered service enterprises. Thus, in 
1943 the Washington statute was extended to cover restaurants, cafes, beer 
parlors, taverns, hotels, clubs, or gasoline service stations. See Wasx. Srar. 
Ann. § 5832 et seg. (1932), as amended by Wash. Laws 1943, c. 98. In the absence 
of express inclusion, the tendency was to hold that the bulk sales laws did not 
cover businesses that sold services rather than merchandise. See, as an example, 
O’Connor v. Smith, 188 Va. 214, 49 S.E.2d 310 (1948) and Note, 35 Va. L. Rev. 
123 (1949). The Reporter in his revised comment to Section 6-102 explains, as 
follows, why such establishments were excluded: 

The businesses covered are defined in subsection (4). Notice that they do 
not include farming, nor contracting, nor professional services, nor such 
things as cleaning shops, barber shops, pool halls, hotels, restaurants, and the 
like whose principal business is the sale not of merchandise but of services. 
While some bulk sales risk exists in the excluded businesses, they have in 
common the fact that unsecured credit is not commonly extended on the 
faith either of a stock of merchandise or of equipment. 

28 U.C.C. § 6-103(1). Section 9-111 provides that “the perfection of a security 
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This subsection in two clear-cut sentences slays another dragon 
that for many years plagued the courts endeavoring to interpret 
bulk sales laws that did not expressly cover bulk chattel mortgages.” 
The following language from the opinion of the United States Dis- 
trict Court for the Eastern District of Virginia in United States v. 
Lankford, a case construing the Virginia statute, is typical of the 
orthodox approach: 


The difference between the cases that hold that the act applies 
to chattel mortgages and those that hold that it does not apply 
appears to rest upon the question as to whether or not title 
passes to the goods conveyed under the mortgage or trust. In the 
cases holding that title remains in the mortgagor, it has been 
generally held that a chattel mortgage is not a “‘sale, transfer or 
assignment.’’ In those states in which it has been held that title 
does pass by the deed of trust or mortgage, the act has been held 
to apply.*° 
However, as the present writer endeavored to show at another place,*! 
no correlation necessarily existed between the mortgage theory pre- 
vailing in a particular state and its judicial decisions concerning bulk 
chattel mortgages. Accordingly, the simple test provided in Subsec- 
tion 6-103 (1) represents a much needed improvement. 

Subsection (2) excludes from the coverage of the Bulk Transfers 
Article: 


General assignments for the benefit of all the creditors of the 
transferor, and subsequent transfers by the assignee thereunder. 


It should be noted that the exception covers the only true general 
assignment for the benefit of creditors, 7.e., one that is for the benefit of 
all the creditors.* As noted previously, some of the state statutes ex- 
cept a general assignment (or other trust for the purpose of liquidating 
goods for the payment of creditors), but many of the statutes are silent 
on ‘the point. A majority of the decisions under the latter type of 





interest does not impair the rights of creditors of the debtor under any law re- 
lating to bulk transfers except that no such law is applicable to the extent that 
the interest secures a new advance or new obligation or other new value given 
at the time the security interest attached.” 

29 Even the statutes that do include bulk mortgages are not uniform. Cf. N. Y. 
Lien Law § 230a with Cau. Civ. Cong § 3440 (1949), which includes mortgages 
on fixtures only. 

30 3 F.2d 52, 54 (E.D. Va. 1924). 

1 Billig and Smith, Bulk Sales Laws: Transactions Covered by These Statutes, 
39 W. Va. L.Q. 323, 329 (1933). 

% It will be recalled that an assignment for the benefit of creditors which gave 
preferences in favor of one or more creditors was not for that reason held to be 
qs) v. Burnett, 74 N.Y. 317 (1878); Spaulding v. Strang, 38 N.Y. 

1 ; 
% Billig and Branch, supra note 17, at 751-761. 
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statute held that a transfer in trust for the benefit of creditors was 
not within the bulk sales law for the reason that a general assignment 
has an effect which is consonant with the purpose of bulk sales legis- 
lation. Furthermore, when analyzed closely, the cases which appeared 
to declare a contrary rule were found to be not in fact contrary.*4 
Accordingly, the exception stated in Subsection (2) has ample author- 
ity to support it. 

Subsection (3) excludes: ‘Sales in foreclosure of a lien or other 
security interest.’’ This exclusion is sound. Subsection (4) excludes: 
“Sales by executors, administrators, receivers, trustees in bankruptcy, 
or any public officer under judicial process.’’ Many of the prevailing 
statutes contain a similar exception.* Subsection (5) excludes: “Sales 
made in the course of proceedings for the dissolution of a corporation 
and of which the creditors of the corporation receive advance notice 
substantially equivalent to that provided in this Article.’’ This 
exception also is well taken. 

Subsection (6) excludes: ‘“Transfers to a person maintaining a 
known place of business in this State who becomes bound to pay the 
debts of the transferor in full and gives public notice of that fact, 
and who is solvent after becoming so bound.’’ 

The Reporter in his revised comment pointed out that this subsec- 
tion would justifiably exclude many transactions that otherwise would 
be covered by Article 6. ‘The purpose of this Article on outright 
sales,’’ he wrote, “‘is to give the seller’s creditors a reasonable chance 
to collect their debts. . . . If the buyer is willing to assume personal 
liability for those debts and is himself solvent after such assumption, 
there is no reason to subject the transaction to the delay and red 
tape which this Article imposes.’’ The exception, accordingly, is sound 
from both a legal and a business viewpoint. 

Subsection (7) excludes from the provisions of Article 6: 


A transfer to a new business enterprise organized to take over 
and continue the business, if public notice of the transaction is 
given and the new enterprise assumes the debts of the transferor 
and he receives nothing from the transaction except an interest 
in the new enterprise junior to the claims of creditors. 


This is a wise exclusion, which apparently has been recognized 
previously only in the statute of Louisiana.* The other statutes are 





¥ Billig and Branch, supra note 17, at 751-761. 

% As to “judicial sales,’’ see Garnett-Carter Co. v. McLendon, 18 Ga. App. 
666, 90 S. E. 360 (1916); Hood Rubber Products Co. v. Dickey, 167 Okla. 304, 
29 iy 115 (1934); Texas Hide & Leather Co. v. Bonds, 155 Okla. 3, 8 P.2d 20 
(1932). 

% La. Rev. Strat. § 9:2965 (1950). 
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silent on the question, and the state decisions are in conflict.*” The 
Reporter’s revised comment gives the following explanation: ‘The 
exclusion is believed to be justified within the limits stated in the 
subsection. Notice that in all the transactions to which the subsection 
applies (a) both the original debtor and the new enterprise are per- 
sonally bound to pay the debts, (b) the property subject to the debts 
before the transfer is still subject to them, and (c) the original 
debtor has taken nothing out of the transaction except an interest 
(shares in a corporation or an interest in a firm, or a subordinated 
obligation) which is junior to the debts.”’ 

Subsection (8) properly excludes transfers of property which is ex- 
empt from execution. 


Requirements of the Act 


Beginning with Section 6-104, the Bulk Transfers Article sets 
forth certain requirements which must be met if the transaction is to 
stand. If these requirements are not met, the creditors are legally 
privileged to attack the transfer. Fortunately, the Reporter has not 
described the legal result of non-compliance in terms of “void,’’ 
“fraudulent and void,’’ or any one of the several variations, presump- 
tive or otherwise, that have caused endless litigation. Here, as is the 
case throughout the Article, the Reporter has eliminated all refer- 
ence to these phrases of doubtful meaning which would only prolong 
the very type of litigation that the Article was intended to avoid. 
Instead, he has stated simply that if Article 6 is not complied with, 
the transfer “‘is ineffective against any creditor of the transferor.”’ 

Section 6-104 provides that, with the exception of auction sales, a 
bulk transfer subject to Article 6 is ineffective against any creditor 
of the transfer unless: 


(a) The transferee requires the transferor to furnish a list of 
his existing creditors... ; and 

(b) The parties prepare a schedule of the property transferred 
sufficient to identify it; and 

(ce) The transferee preserves the list and schedule for six 
months next following the transfer and permits inspection of 
either or both and copying therefrom at all reasonable hours by 
any creditor of the transferor, or files the list and schedule in (a 
public office to be here identified). 


37 Among the decisions holding that such a transfer is not covered by the 
pertinent bulk sales statute are Maskell v. Spokane Cycle & Auto Supply Co., 
100 Wash. 16, 170 Pac. 350 (1918); McLean v. Miller Robinson Co., 55 F.2d 
232 (E.D. Pa. 1931). Contra: Brinson v. Monroe Automobile Supply Co., 180 La. 
1064, 158 So. 558 (1934), construing the Louisiana Bulk Sales Law of 1926; 
Sakelos v. Hutchinson Bros., 129 Md. 300, 99 Atl. 357 (1916). And see Billig and 
Smith, supra note 31, at 333. 
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The list of creditors must be signed and sworn to by the transferor. 
It must contain the names and business addresses of all the creditors. 
The amounts of all known claims must be indicated, and there must 
be included “the names of all persons who are known to the trans- 
feror to assert claims against him even though such claims are dis- 
puted.”’ The section also provides that responsibility for the complete- 
ness and accuracy of the list rests on the transferor, and the transfer 
is not rendered ineffective by errors or omissions therein unless the 
transferee is shown to have had knowledge. 

As previously indicated, most of the state statutes provide that a 
transferor of a stock of merchandise in bulk must furnish his trans- 
feree with an affidavit listing his creditors. The Reporter explains 
that here ‘‘the creditors referred to are those holding claims based on 
transactions or events occurring before the transfer,’’ as provided in 
Section 6-109. This is as it should be. Moreover, the seller must also 
include in the list the names of any persons who “assert claims against 
him even though such claims are disputed.’’ This inclusion seems 
sensible and is in line with Sections 57 and 63 of the Bankruptcy 
Act,** which recognize the existence of unliquidated and contingent 
claims against the bankrupt. 

A schedule of the property to be transferred is a usual requirement 
under the state statutes, and, as previously indicated in the case of 
New York and of many of those states following the New York pat- 
tern, statutes provide for a detailed inventory, including the cost 
price to the seller of each article of merchandise included in the bulk 
transfer. The draftsman of Section 6-104 properly limited the scope 
of the schedule to a description “‘of the property transferred sufficient 
to identify it.’’ Thus, there is removed a heavy burden from the 
seller which had nothing to justify it except tradition. 

The question is often asked as to what advantages accrue to the 
creditors if the requirements of a bulk sales statute such as that of 
New York have been met and the creditors properly notified in ad- 
vance of the transfer. The answer of the credit men has been indicated 
earlier in this article.*® Subsection (1) (c) of Section 6-104 set forth 
above contains a requirement of much practical value to the creditors 
in this connection. Not only have the creditors been warned of the 
impending transfer (Sections 6-105 and 6-107), but for six months 
thereafter the transferee must keep available for inspection and copy- 





38 30 Star. 560, 562 (1898), as amended, 11 U.S.C. §§ 93, 103 (1946). 

3° The Reporter’s revised comment to Section 6-106 of Article 6 analyzes and 
explains the value of prior notice to the creditors even though the statute may 
not expressly provide that the proceeds of the transaction shall be applied pro 
rata to the seller’s debts. 
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ing the list of creditors and the schedule. If the transfer was in fact 
a fraudulent conveyance, the evidence necessary to set it aside is 
made more readily available. If the transfer was a preferential one 
within the meaning of the Bankruptcy Act, tlie subsection provides 
plenty of time for meeting the four months deadline provided for in 
the bankruptcy statute. 

Finally, the section provides that the ‘responsibility for the com- 
pleteness and accuracy of the list of creditors rests on the trans- 
feror. .. .’’ Clearly, this responsibility is lodged in the proper place. 

Section 6-105 adds the following requirements to those already 
stated in Section 6-104: 


(1) A bulk transfer subject to this Article which is made to se- 
cure an existing debt or debts is ineffective against any creditor 
of the transferor until the transferee gives notice of the transfer 
in the manner hereafter provided (Section 6-107). 

(2) Any other bulk transfer subject to this Article except one 
made by auction sale (Section 6-108) is ineffective against any 
creditor of the transferor unless at least ten days before the goods 
are moved or the transferee takes possession of them or the inter- 
est of the transferor passes to the transferee, whichever happens 
first, the transferee gives notice of the transfer in the manner 
hereafter provided (Section 6-107). 


The revised comment of the Reporter to this section is worth set- 
ting forth in some detail: 


1. This section is the heart of the Article. It requires notice to 
creditors of all bulk transfers subject to the Article, except those 
made by auction sales. .. . 

2. The purpose of the notice and the time it should be given de- 
pend on the character of the particular transfer. 

3. If the transfer merely gives security for the repayment of 

‘new value extended to the transferor this Article does not apply 
at all . . . and therefore of course no notice under this section is 
required. The validity and effect of such transfers is governed 
by Article 9.*° 

4. If the transfer secures existing debts Subsection (1) applies. 
Such transfers are not generally improper, but they may consti- 
tute a preference under the Bankruptcy Act. Other creditors 
should receive notice so that they may consider whether to object. 
But since the Bankruptcy Act permits attack within four 
months notice at the time the transfer becomes effective is 
enough. . . . [Italics supplied.] 

5. If the transfer gives security both for new value and for 
existing debts it is not subject to this Article at all as to the 
former, but it is to the latter... . 








* Article 9 covers Secured Transactions. 
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6. If the transfer is to pay existing debts, or in part payment of 
them, Subsection (2) applies. Here again the possible objection 
to the transfer is that it may constitute a preference. But here, 
unlike the previous situation, the transferee becomes the owner 
of the goods at once, and may therefore take them away. There- 
fore Subsection (2) provides for notice in advance. [Italics sup- 


plied.] 
7. If the transfer is outright for new consideration it presents 
the major bulk sales risk. ... Notice in advance is therefore 


essential, and is required by Subsection (2). 
8. The sanction for noncompliance with the section is that the 
transfer is ineffective against creditors. 


Section 6-106, “‘the most controversial Section of this Article,’’*! 
still remains in brackets. The Reporter’s comment explains that “‘this 
section is bracketed to indicate division of opinion as to whether or 
not it is a wise provision, and to suggest that this is a point on which 
state enactments may differ without serious damage to the principle 
of uniformity.”’ 

The section provides: 


In addition to the requirements of the two preceding Sections: 

(1) Upon every bulk transfer subject to this Article for which 
new consideration becomes payable except those made by sale at 
auction it is the duty of the transferee to assure that such con- 
sideration is applied so far as necessary to pay those debts of the 
transferor which are either shown on the list furnished by the 
transferor (Section 6-104) or filed in writing in the place stated 
in the notice (Section 6-107) within thirty days after the mailing 
of such notice. This duty of the transferee runs to all the holders 
< _ debts, and may be enforced by any of them for the benefit 
of all. 

(2) If any of said debts are in dispute the necessary sum may 
be withheld from distribution until the dispute is settled or ad- 
judicated. 

(3) If the consideration payable is not enough to pay all of the 
said debts in full distribution shall be made prorata. 


A provision of this sort appears in the bulk sales statutes of those 
states that are modeled after the Pennsylvania form.*? As Professor 
Miller has indicated,“ ‘“The principal objection [to this Section] is 
that it imposes too great a burden on the transferee. In this respect 
two things should be noticed. (1) The only creditors protected are 
those listed plus those who file a claim within thirty days. This 
limitation considerably lessens the burden on the transferor. (2) 





‘1 Miller, supra note 4, at 277. 

42In addition to the states listed in note 12 supra, the Kentucky statute, 
supra note 2, and the Maryland statute, supra note 2, contain similar provisions. 
* Miller, supra note 4, at 277. 
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Earlier drafts provided certain ways in which the obligation imposed 
by the section could be met.”’ 

As explained in the Reporter’s revised comment, because of the 
variety of methods whereby the transferee may perform this duty, 
Section 6-106 does not, in the opinion of the present writer, impose too 
great a hardship on him. The Reporter points out that the buyer may 
“by agreement with the seller hold the consideration in his own 
hands until the debts are ascertained, or deposit it in an account sub- 
ject to checks bearing his counter-signature, or deposit it in escrow 
with an independent agency. If the affairs of the seller are so involved 
that nothing else is practical the buyer [may] pay the consideration 
into the registry of an appropriate court and interplead the seller’s 
creditors.’’ Furthermore it should be noted that the transferee’s ob- 
ligation does not run to all possible creditors of the transferor who 
may appear at any time in the future, but only to existing creditors 
whom the transferee has a chance to identify in one of the ways pro- 
vided in Subsection (1). 

Two types of notice to creditors are provided for in Section 6-107. 
If the debts of the transferor are to be paid in full, what the Re- 
porter’s comment describes as ‘‘a short form of notice’’ is sufficient. 
This notice shall state: 


(a) that a bulk transfer is about to be made... ; and 

(b) the names and business addresses of the transferor and 
transferee, and all other business names and addresses used by 
the transferor within three years last past so far as known to 
the transferee; and 

(c) whether or not all the debts of the transferor are to be paid 
in full as they fall due as a result of the transaction, and if so, 
the address to which the creditors should send their bills. 


This form of notice gives adequate information to creditors who are 
in the category indicated above. 

However, if the debts of the transferor are not to be paid in full 
as they fall due, or if the transferee is in doubt on that point, then 
the creditors are entitled to considerably more information. With this 
information, which is set forth as follows in Subsection (2) of Section 
6-107, in their possession, the creditors are in a position to pursue the 
remedies that have been discussed earlier in this paper: 


(a) the location and general description of the property to be 
transferred and the estimated total of the transferor’s debts; 

(b) the address where the schedule of property and list of 
creditors (Section 6-104) may be inspected; 

(c) whether the transfer is to secure or pay existing debts and 
if so the amount of such debts and to whom owing; 
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(d) whether the transfer is for new consideration and if so 
the amount of such consideration and the time and place of pay- 
ment; [and] 

[(e) if for new consideration the time and place where creditors 
of the transferor are to file their claims. ]“ 


Subsection (3) provides that the notice in any case shall be de- 
livered personally or sent by registered mail to all persons shown on 
the list of creditors furnished by the transferor, and to all other per- 
sons who are known to the transferee to hold or assert claims against 
the transferor. 

Section 5-108 sets forth the following special provisions covering a 
bulk sale at auction which is covered by the Article ‘but only in the 
manner and with the results stated in this section.’’ Subsection (2) 
provides that the transferor shall furnish a list of his creditors and 
assist in the preparation of a schedule of the property to be sold. The 
form of the list and schedule is that provided in Section 6-104. The 
auctioneer (any person or persons other than the transferor who 
direct, control or are responsible for the auction) shall (a) ‘receive 
and retain the list of creditors and prepare and retain the schedule of 
property”’ for the period stated in Section 6-104; (b) “give notice of 
the auction personally or by registered mail at least ten days before 
it occurs to all persons shown on the list of creditors and to all other 
persons who are known to him to hold or assert claims against the 
transferor’ ; and in states which adopt Section 6-106 (the Pennsylvania 
form), (c) “assure that the net proceeds of the auction are applied as 
provided in this Article (Section 6-106).’’ Subsection (4) makes 
special provision for the effect of the breach of these provisions by the 
auctioneer. His failure to perform any of these duties does not affect 
the validity of the sale or the title of the purchasers but renders the 
auctioneer liable to the transferor’s creditors as a class up to the net 
proceeds of the auction. If the auctioneer is several persons their 
liability is joint and several. 

The Reporter points out in his revised comment what several states 
have previously recognized“ that “if auctions were excluded entirely 
from the transfers covered by this Article the way would be open to a 
debtor to carry out a bulk transfer of his property without notice to 
his creditors and without any duty upon anyone to see to the applica- 





“ Subsection 2 (e) is a corollary of Section 6-106 and should be omitted if 
that section is dropped. 

“ Subsection 3 (c) is a corollary of Section 6-106 and should be omitted if 
that section is dropped. 

“ Fg., Pa. Strat. Ann. tit. 69 § 523 (1931); Cat. Civ. Cope § 3440 (1949), 
discussed earlier in this paper. For a recent discussion of the problem, see Wein- 
traub and Levin, supra note 8, at 421. 
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tion of the proceeds.’’ Accordingly, the section places the legal re- 
sponsibility of complying with the requirements of the Bulk Transfers 
Article where it belongs, that is on the auctioneer. As the Reporter 
explains, ‘Since the obligation to give advance notice, etc., cannot 
rest upon bidders at an auction it is clear that the sale must be effec- 
tive so far as they are concerned whether or not the section is com- 
plied with.”’ 

The Creditors Who Are Protected 


Section 6-109 of Article 6 identifies the creditors who are to be 
protected and, in the language of the Reporter’s revised comment, 
“gives the transferee or auctioneer appropriate credit for honest pay- 
ments to particular creditors.’’ Like Section 6-106, Subsection (2) of 
this section is in brackets. It provides: 


(1) The creditors of the transferor mentioned in this Article are 
those holding claims based on transactions or events occurring 
before the bulk transfer, but creditors who become such after 
notice to creditors is given (Sections 6-105 and 6-107) are not 
entitled to notice. 

[(2) Against the aggregate obligation imposed by the pro- 
visions of this Article concerning the application of the proceeds 
(Section 6-106 and subsection (3) (c) of 6-108) the transferee or 
auctioneer is entitled to credit for sums paid to particular 
creditors of the transferor, not exceeding the sums believed in 
good faith at the time of the payment to be properly payable to 
such creditors. ] 


Subsection (1) takes the existing law with respect to what persons 
are creditors within the meaning of the state bulk sales statutes and 
greatly expands it.‘7 However, as this expansion is in keeping with a 
similar expansion found in other types of debtor-creditor law,** it ap- 
pears to be a step in the right direction. It has been consistently held 
that the state bulk sales statutes are for the protection of general 
creditors of the seller even though they were not creditors for mer- 
chandise.*® And the state courts have said that protection should be 
afforded only to creditors who were such at the time of the bulk sale 
or transfer, and not to creditors whose claims had come into existence 
subsequent to such transaction.®° At this point the state courts 
stopped. Persons holding claims arising ex delicto which had not been 





‘7 This question is discussed in Billig and Smith, supra note 6, at 319. 

“8 E.g., the Bankruptcy Act. See note 38 supra. 

*® Rapids Packing Co. v. Olla State Bank, 17 La. App. 267, 135 So. 772 (1931); 
Eklund v. Hopkins, 36 Wash. 179, 78 Pac. 787 (1904). 


5° Fidelity & Dep. Co. v. Thomas, 133 Md. 270, 105 Atl. 174 (1918); Siegel v. 
Netherlands Co., 59 Pa. Super. 132 (1915). 
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reduced to judgment® and those holding unliquidated claims gen- 
erally®* were not regarded as creditors under the state bulk sales laws. 

The Reporter’s revised comment to Section 6-109 states that “the 
claims referred to of course include unliquidated claims.’’ It would 
appear to the present writer that tort claimants and holders of con- 
tingent claims are also within the meaning of the term ‘‘creditors of 
the transferor,’’ as that term is used in the section. 

Subsection (2) is another corollary to Section 6-106 and should be 
omitted if that section is dropped. The subsection is self-explanatory. 


Miscellaneous Provisions 


Section 6-110 provides that: 
When the title of a transferee to property is subject to a defect 
by reason of his non-compliance with the requirements of this 


Article, then: 
(1) a purchaser of any such property from such transferee with 
knowledge or notice of such non-compliance takes subject to 


such defect, but 
(2) a purchaser for value without such knowledge or notice 


takes free of such defect. 


This section is sound and is supported by existing law.™ 
Section 6-111 provides that: 

No action under this Article shall be brought more than six 
months after the date on which the transferee took possession of 
the goods unless the transfer has been concealed. If the transfer 
has been concealed actions may be brought within six months 
after its discovery. 


“This Article imposes unusual obligations on buyers of property,’ 
states the Reporter’s comment. “‘A short statute of limitations is 
therefore appropriate.’’ This appears to be a sound decision. 


CONCLUSION 


As was pointed out in the opening section of this article, the need 
for a carefully drafted Uniform Bulk Transfers Act is clear. After 
having gone through Article 6 of the Code step by step, it becomes 
apparent that it is carefully drafted. Whether it will supply the 
necessary factor of uniformity depends to a great extent on how uni- 
versal is the adoption of the Code. Within the Act itself there may not 





5! Harrison v. Riddell, 64 Mont. 466, 210 Pac. 460 (1922). 
8 Harry B. Smead Co. v. J. Oliver Johnson, 262 Ill. App. a) (1931); Superior 


Plating Works v. Art Metal Crafts Co., 218 Til. App. 148 (1920 
53 Kelly-Buckley Co. v. Cohen, 195 Mass. 585, 81 N.E. 297 ti907): Prokopo- 


vitz v. Kurowski, 170 Wis. 190, i74 N.W. 448 (1919). 
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be complete uniformity because of the manner in which the conflict 
between the New York and Pennsylvania forms was resolved in Sec- 
tion 6-106. Your author agrees with the Reporter, however, that while 
complete unanimity would have been the best solution, presenting the 
Code with alternative provisions is not a serious breach of uniformity 
and without a doubt much better than no Code at all. 

This is a good Act. Living with it for a few years may point out 
some shortcomings, but we can be assured that they will be minor. 
We can only hope that the state legislatures give us the opportunity 
to live with the Code and examine its merit in actual operation. 
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Article 7—Documents of Title; 
An Attempt at Commercial Uniformity 


Joun C. Prror* 


As stated in the Comment, this Article is a consolidation of the 
Uniform Warehouse Receipts Act and the Uniform Bills of Lading 
Act, supplemented by the provisions of the Uniform Sales Act deal- 
ing with the negotiation of documents of title. The criminal provi- 
sions of the earlier acts are appropriately omitted, this being a com- 
mercial code. Article 7, therefore, is designed to bring within one Arti- 
cle of the Code the law relative to the rights and duties attaching to 
documents which represent title to personal property that has been 
placed in the hands of another for purposes of storage, transporta- 
tion or other handling. Many of the same problems arise in bailment 
of goods for storage and for transportation. Also the problems incident 
to the transfer of such documents of title whether they have been 
issued for storage or transportation are much the same. For these 
reasons it was deemed wise to draw together the law in these respects 
into one Article of the Code. 

No attempt has been made in this discussion to examine each pro- 
vision of the Code and compare it with the existing law in every de- 
tail. There are several reasons why this was not done. The Code in a 
large part follows the general pattern of the existing Uniform Laws 
which are familiar to most lawyers. Furthermore, the most important 
and interesting changes have been made in the “troubled”’ areas of 
existing law. For these reasons it was felt that a very adequate 
coverage of Article 7 could be offered by examining the major areas 
of change and leaving to the reader the task of examining the full 
text of the Code to familiarize himself with its wording. 

Upon its adoption, Article 7 will replace the above-named laws and 
therefore so far as previous Uniform Acts are concerned, become the 
exclusive statutory law of warehouse receipts and bills of lading. 
At the outset, it should be borne in mind, however, that to the extent 
that treaties or Federal statutes or regulatory statutes of a state en- 
acting the Code or any regulation, tariff or classification filed or is- 





* Ph.B. Simpson College, 1907; J. D. University of Chicago, 1910; member 
Iowa Uniform Laws Commission since 1933; president, National Conference of 
Commissioners on Uniform State Laws, 1942-46; member, Editorial Board for 
Uniform Commercia] Code since 1933; practicing attorney, Burlington, Iowa. 
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sued pursuant to such regulatory statutes, apply to a transaction 
within the scope of this Article, the provisions of the Article are sub- 
ject thereto.’ 


Tue NEcESSITY OF REVISION IN THIS FIELD 


As is true of most of the Articles of this Code, the Uniform Acts 
which they revise were promulgated many years ago. The Warehouse 
Receipts Act dates from 1906 and the Bills of Lading Act from 1909. 
The former has been enacted in 51 jurisdictions and the latter in 37, 
including, by act of Congress, that of the Federal government. Be- 
cause of the changes in business methods and the new media of 
transportation and communication brought into use through scien- 
tific advancement, some of the provisions of the law thus established 
have become obsolete. Furthermore these Uniform Acts as they 
stand have become inadequate to meet present and future busi- 
ness needs. This would be true if there were no case law construing 
these Acts. However, though the case law may have been of some aid 
in keeping the law up to date, the conflicts which have arisen among 
the courts in applying the Acts make it even more imperative that 
revision be accomplished. 

A cursory examination of the proposed revision will reveal in- 
stances of devices developed in modern business untouched and prob- 
ably unimagined by the authors of the present laws. Thus the business 
of field warehousing now calls for special treatment.? A Delivery 
Order is a device not recognized in the present laws.* On the other 
hand, the extension of the warehousing business to the point where it 
is now to a large extent engaged in by cooperative organizations 
makes obsolete the idea of limiting regulation to those “lawfully 
engaged in the business of storing goods for profit.’’ 

In the case of bills of lading, law also lagged behind business. For 
example, it seemed necessary to meet the situation which has arisen 
from the development in recent years of the freight forwarding busi- 
ness.5 As is well known, this business consists of gathering less than 
carload shipments and shipping them as a carload in order to benefit 
by a lower freight rate. The speed of transportation and the prob- 
ability of greater importance to be given to speed hereafter, made it 
necessary to redesign the law in other respects. The speed with which 





1U.C.C. § 7-103. All citations of the Untrornm CommErcrAL Conk are to the 
Final Text Edition (November 1951) unless otherwise indicated. 
2U.C.C. § 7-205. 
3 U.C.C. § 7-503(2). 
4 Unirorm WaREHOUSE Receipts Act § 58(1). 
5U.C.C. § 7-503(2). 
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transportation is performed today results in many instances where 
goods reach their destination before the bill of lading. To facilitate 
financing the purchase of such goods some form of “destination 
bill” was required. Such a concept was unnecessary and would 
have been meaningless in 1909 when the Uniform Act was promul- 
gated. Section 7-305 of the Code is an attempt to make the law in this 
respect fit this age of air transportation. It provides for the issuance 
of the bill at the destination at the request of the consignor. 

Having suggested some of the changes in the existing law made 
necessary by changes in our business world through the development 
of customs and practices necessary to meet new conditions, it should 
be emphasized that to the greatest extent possible, the provisions 
of the present Uniform Acts have been retained. This is as it should 
be. Referring specifically to the fields of transportation and ware- 
housing, it took a long time to bring about universal recognition and 
acceptance of the provisions of the existing Uniform Acts. Time has 
indicated that many of the provisions of the Acts are worth retaining 
and using in the future. Nevertheless, in the process of gaining 
recognition of the Acts it was inevitable that conflicts as to the con- 
struction and interpretation of those provisions should arise between 
jurisdictions adopting them. To resolve these differences was an 
additional important end to be served by revision. 

Not only have there been differences in interpretation of identical 
provisions, but in adopting the Acts, some states have varied their 
terms. In some cases this has been done in order to make the law 
specifically appropriate to business or conditions peculiar to the 
region. For instance, in the Warehousing Act, Texas added a sub- 
paragraph to Section 2 dealing with the storage of cotton and Wash- 
ington added a clause applicable to the storage of wheat to sub- 
paragraph 2 (f).° In some instances the enacting states have added 
provisions of general application, which may or may not have im- 
proved the original text. Thus, California, not being satisfied with 
Section 18 of the Warehouse Receipts Act governing the rights of 
warehousemen to refuse delivery to the depositor or persons claiming 
under him where he has knowledge of an adverse claim to the goods, 
added a clause forcing an adverse claimant of the goods to bring 
suit within 48 hours after his demand for delivery, or be penalized by 
forfeiting his claim to the goods.’ In many instances in the legislative 
process words in the Uniform Acts have been omitted through in- 





6 UntrorM WAREHOUSE Receipts Act § 2; Tex. Stat. Rev. Crv. art. 5613(10) 
(1948); WasH. Rev. Strat. Ann. § 3588(f) (1932). 
7 Cal. Laws 1909, c. 290. 
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advertence, such omissions varying in importance, but damaging 
even more the so-called “uniformity” of the Acts. For each of these 
reasons a new uniform law seemed necessary. 


SUBSTANTIVE PROVISIONS 
Bills in Sets 


The Bills of Lading Act, Section 6, prohibited the issuance of bills 
in sets or parts where the shipment was to any place in continental 
United States except Alaska. This is the practice whereby bills of 
lading are divided into parts and provision made that the goods can 
be delivered only on the total of all parts which constitute the bill. 
In passing the Act, the Congress added to the exception Panama 
and other possessions of the United States.* Maine and Minnesota 
struck out the exceptions entirely.* North Carolina limited the ban 
to intrastate shipments.° Section 7-304 of Code clarifies the matter 
by simply providing that, except where customary in overseas 
transportation, issue in a set of parts cannot be made. To this, the 
revision adds a statement of the effect of a lawfully issued set— 
something wanting in the present law." 


The Liability of the Warehouseman and Carrier 


A subject of special interest in connection with the statutory law 
governing both the warehouseman and carrier is his right to limit his 
liability for loss or damage to the property he holds. Section 3(b) of 
both the Uniform Warehouse Receipts Act and Uniform Bills of 
Lading Act in identical language forbids the warehouseman on the 
one hand and the carrier on the other from inserting in the document 
issued “terms or conditions’”’ which “in any wise impair his obligation 
to exercise that degree of care in the safekeeping of the goods en- 
trusted to him which a reasonably careful man would exercise in 
regard to similar goods of his own.’’ Various states have altered 
these provisions. Colorado, in enacting the Warehouse Receipts Act, 
omitted the quoted word “‘conditions.’’"* On the other hand, Washing- 





® 39 Star. 539 (1916), 49 U.S.C. § 84 (1946). 

® Me. Rev. Star. c. 172, § 6 (1944); Minn. Stat. § 228.06 (Henderson 1945). 

10N.C. Gen. Stat. ANN. § 21-5 (1943). 

1 U.C.C. § 7-305(2) [where a set is properly drafted, the whole of the parts 
constitute the bill]; (3) pee different parts are negotiated to different persons 
the holder to whom the first negotiation was made has title to the whole document 
and the goods even as against a holder who received the goods and oo 
the carrier]; (4) [any person who transfers a single part of a bill is liable to holders 
of that _ as if it were the whole set]; (5) [the bailee must deliver the goods to 
the holder of the first presented part of a bill; the bailee is thereby disc ]. 
12 Coro. Strat. ANN. c. 173, § 3 (1935). 
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on added the following: “And any provisions so inserted contrary 
to the provisions of this act shall, so far as they conflict with the 
provisions thereof, be void.’’* 

Section 21 of the Warehouse Receipts Act is also pertinent to the 
liability of carriers and warehousemen. That section holds the 
warehouseman to that degree of care which “a reasonably careful 
owner of similar goods would exercise,’ which in essence is merely 
declaratory of the common law. 

The Nebraska Supreme Court held that Section 3 did not in- 
validate a stipulation that the warehouseman would not be respon- 
sible for freezing where the goods were stored in an unheated build- 
ing.* Likewise notwithstanding the provisions of Section 3 of the 
Bills of Lading Act, the courts have upheld various limitations 
written into the bill of lading.“ 

Where the bailor or shipper is given a choice of rates, his choice 
of a lower rate may serve as a consideration for a limitation of liability 
in the event of loss. This idea was made effective in the case of rail 
carriers in interstate commerce by the Carmack Amendment to the 
Interstate Commerce Act in 1906.'* That legislation also gave validity 
to clauses fixing the time for filing claims (not less than nine months) 
and commencement of suit (not less than two years). Such provisions 
in a bill of lading are binding.”” 

The Uniform Commercial Code recognizes the law as it has thus 
been developed in respect to these matters and deals with them 
simply and directly in accordance with that law. The provisions as 
to warehousemen are in Section 7-204 and those as to carriers in 
Section 7-309. They permit (1) limitation of liability by setting 
forth a specific value per article, item or pound beyond which there 
shall be no liability if there is a choice of rates and (2) conditions 
with respect to the filing of claims and the commencement of suit. 





13 Wasu. Rev. Stat. Ann. § 3589 (1932). 

4 Gesford v. Star Van Co., 104 Neb. 453, 177 N.W. 794 (1920). 

1% McQueen v. Tyler, 61 Cal. App. 2d 263, 142 P.2d 466 (1943); Pettit Grain, 
etc. Co. v. Northern Pac. Ry., 227 Minn. 225, 35 N.W.2d 127 (1948). 

16 34 Stat. 594 (1906), 49 U.S.C. § 20(11) (1946). 

17 State statutes against limitation of liability have no force in respect 
an interstate shipment. Adams Exp. Co. v. Croninger, 226 U.S. 491 (1913) 
(limitation as to value); Mich. Millers Mut. Fire Ins. Co. v. Canadian No. Ry., 
- on 292 (8th Cir. 1945); Kraus v. Koninklijke Luchtvaart Maatschappij 

V. (Royal Dutch Airlines), 92 N.Y.8.2d 315 (Sup. Ct. 1949) [based upon 

aS provision of the Warsaw Convention} (written notice of claim); Lewis 
v. Roth, 328 Ill. App. 571, 66 N.E.2d 510 (1946); Watson-Hi Milling Co. v. 
Pere Marq. Ry., 328 Mich. 5, 43 N.W.2d 43 (1950); Atl. Coastline Ry. v. Holman, 
250 Ala. 1, 33 82a 367 (1947); Norton v. Shotmeyer, a F. ont 188 (D. Pe 
1947) (suit filed too late); Cohen v. Tex. & N.O.R. Co. App. 606, 25 
N.E.2d 562 (1940). 








SE Piss haste 




















DOCUMENTS OF TITLE 


Terminating Storage by the Warehouseman 


The right of a warehouseman to terminate the storage arrange- 
ment because of a decline in the value of the goods below the amount 
of his lien or because of danger to other goods in the warehouse is 
also dealt with by the Code. The warehouseman’s right to terminate 
the storage arrangement was limited by Section 34 of the Uniform Act 
to certain cases, depending on the nature of the goods. Section 7-206 
of the Code removes this limitation and permits the warehouseman 
to protect his lien by requiring the removal of the goods or if this is 
not done permits him to sell them. At the same time the bailor is 
protected by requiring the warehouseman to follow a prescribed 
procedure as to notice of the sale or sales. This section also recognizes 
in this connection a distinction between the case where the ware- 
houseman knows of the objectionable nature of the goods at the 
time he receives them and where he has no such knowledge. 


Miscellaneous Provisions 


Section 10 of the Uniform Bills of Lading Act makes the receipt 
of a bill of lading by the consignor without objection binding upon 
him and any person who accepts delivery of the goods, or who seeks 
to enforce any provision of the bill. The Federal act does not contain 
this provision nor anything corresponding to it.’* This is true also 
of the act as adopted in Alabama and Indiana.’ Illinois has modified 
it. However, in view of the contractual relation arising, it would 
seem that the parol evidence rule would be applicable; and, to the 
extent that the terms of the bill are lawful, those dealing with the 
bill should be bound thereby without a specific statute in that regard. 
This has been the holding of the courts.?° Following this reasoning, 
it was believed that the provisions of Section 10 of the Uniform Act 
were not needed in the Code. 

The provisions of Section 7-302 of the Code are intended to bring 
the law with respect to the initial carrier’s liability under a through 
bill of lading (7.e., a document “embodying an undertaking to be 
performed in part by connecting carriers or other persons’’) which 
it has issued into line with the provisions of the Interstate Commerce 
Act as amended. However, it does not impose an obligation to issue 
a through bill. There is no corresponding section in the present 





18 39 Strat. 538 (1916), 49 U.S.C. § § 81-124 (1946). 

19 Ata. Cope ANN. tit. 48, § § 356-397 (1940); Inv. Strat. Ann. § § 55-1508 
to 55-1552 (Burns 1951). 

2° Porter v. Oceanic Steamship Co., 223 Mass. 224, 111 N.E. 864 (1916); Rut- 
land Ry. v. Doud, 134 Misc. 44, 235 N.Y. Supp. 160 (Franklin Co. Ct. 1929). 
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Uniform Act. The same may be said of the provisions of Section 
7-303 of the Code. That section recognizes well-established com- 
mercial practices in regard to diversion, reconsignment, and change 
of instructions as to goods in transit. It provides: 

(1) Unless the bill of lading otherwise provides, the carrier may 
deliver the goods to a person or destination other than that 
stated in the bill or may otherwise dispose of the goods on 
instructions from 

(a) the holder of a negotiable bill; or 
(b) the consignor on a non-negotiable bill; or 
(c) the consignee on a non-negotiable bill in the absence 


of contrary instructions from the consignor,. if the 
goods have arrived at billed destination or if the 
consignee is in possession of the bill; or 

(d) the consignee on a non-negotiable bill if he owns the 
goods or is entitled as against the consignor to dis- 
pose of them. 

(2) Unless a change of instructions is noted on a negotiable bill 
of lading, a purchaser without notice of the change can hold 
the bailee according to the original terms. 

This is a fair illustration of how the Code serves the purpose of 
harmonizing the law with the business customs and practices. 

As was pointed out earlier it would be inappropriate in a discus- 
sion of this sort to deal with all of the points of difference between 
this Article and the present statutory law. This article has merely 
attempted to point out the major areas of change. It is the belief of 
the writer that through clarification of some provisions and the 
codification of practices and usages developed in the lines of business 
involved, this Article of the Code presents a definite improvement 
over the present statutory law. 























Article 8—A Law for the Transfer of 
Investment Securities 


CHARLES BunN* 


The main problem to which Article 8 directs itself can be quite 
simply stated. Investment securities are traded in on markets in large 
volume. They are treated by the traders as negotiable instruments, 
and the commercial reasons for so treating them are clear and strong, 
and are independent of the form of the particular security. In com- 
merce, all of them should be negotiable. In law, some are and some 
are not, depending on the form, and in many cases it takes consider- 
able study to determine which is which. So rights which should be 
clear are not, and some rights fail which should exist. 

A statute geared to drafts and promissory notes cannot deal neatly 
with securities. True, a simple bearer bond, without conditions, can 
be drawn to meet the requirements of the Negotiable Instruments 
Law. But a registered bond can never be, since it is not payable to 
order or to bearer.! And bearer bonds with special clauses are in 
trouble, especially if they refer to the indenture which secures them 
for a fuller statement of the holder’s rights.” 

Stock certificates, of course, are not within the NIL at all, since 
they contain no promise to pay money. And the Uniform Stock 
Transfer Act deals only with certificates of stock in corporations,’ and 
says nothing as to certificates of beneficial interest in business trusts 
or in deposited securities.‘ But such certificates are traded, and in 
substantial volume, and so are other things which are neither simple 
bearer bonds nor simple share certificates. The market has no time to 
ask its lawyers, upon each transaction, whether the thing purchased 
is negotiable or not. It is enough for traders to make sure that it is 
genuine and worth the price. 

The form both of securities and of their transfer differs sharply 
from that of notes and drafts. Bonds not payable to bearer no longer 





* Professor of Law, University of Wisconsin. Adviser for Article 8 of the Uni- 
form Commercial Code. 

1N.IL. § 1(4); U.C.C. § 3-104(1). All citations of the Untrorm CoMMERCIAL 
Cope refer to the Final Text Edition (November 1951) unless otherwise indicated. 

2N.1.L. §§ 1, 3, 5; Guilford v. Minneapolis, 8. Ste. M. & A. Ry., 48 Minn. 
560, 51 N.W. 658 (1892); Kohn v. Sacramento Elec. Gas & Ry., 168 Cal. 1, 
141 Pac. 626 (1914), and cases in BRANNAN, THE NEGOTIABLE INSTRUMENTS 
Law AnnoTaTeD (5th ed., Beutel, 1932), under the sections cited. 

* Uniform Stock Transfer Act §§ 1, 4, 5, 6, 7, 22. 

* See President and Directors of Manhattan Co. v. Morgan, 242 N.Y. 38, 150 
N.E. 594 (1926). 
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run “to order,” but to “the registered owner of this bond,’’ and 
transfer books are kept. Negotiation is by indorsement and delivery, 
but the indorsement is seldom on the bond itself. And no one in the 
market thinks that when I sell a registered bond and sign the paper 
needed to complete the transfer I have promised to make good if the 
company defaults. Nor has anyone recently seen a security 
“‘accepted.’’® 

This catalogue of differences could go on for several pages. But 
the point is perhaps made: neither the existing Uniform Acts, nor any 
Act geared simply to commercial paper on the one hand nor to 
share certificates only on the other, can deal neatly with the issue and 
transfer of securities of varied kinds. A law special to securities is 
needed, and Article 8 of the Code is an attempt to write one. It deals 
with all types of “securities,’’ as they are broadly and functionally 
defined in Section 8-102. Anything that the market would recognize 
as a security suitable for trading or investment is believed to be within 
the definition.’ 

NEGOTIABILITY 


Purchase for value without notice, of course, gives special rights 
everywhere in the commercial law.* With relation to securities these 
rights are of two sorts, against the issuing company and against 
competing claimants to the security itself. Article 8 separates the two, 
and deals with each one independently. 

As against the issuing company a security in the hands of a pur- 
chaser for value without notice of a particular defect “is valid’”’ even 
though the defect is so serious as to be describable as “going to the 
validity’’ of the security.® ““Purchaser’’ includes a person who takes 
on original issue directly from the company.’® So the original innocent 





5 Cf. N.LL. § 66; U.C.C. § 3-414. 

6 Cf. N.I.L. § 132, 62; U.C.C. § 3-413. 

7 And notice that if a particular piece of paper is a “security” within this 
definition it is governed by this Article and not “ Article 3 even though it also 
meets the requirements of that Article. U.C.C. §§ 8-102(1)(b), 3-103. This means 
that e. g. a simple bearer bond, without special clauses, if one of a series and of 
a type dealt in on stock exchanges, is a security (Section 8-102) and not a promis- 
sory note (Section 3-104), and that therefore a purchaser for value and without 
notice who takes delivery from a thief a month after its stated maturity gets 

ood title (Sections 8-301, 8-302, 8-305), although if it were a promissory note 
& would not (Sections 3-302, 3-306). 

8 U.C.C. §§ 2-403 (chattels), 3-305 (commercial paper), 4-208 and 4-209 (items 
in the course of bank collection), 6-110 (chattels sold in bulk), 7-502 (bills of 
lading and warehouse receipts), 8-202 and 8-301 (securities), 9-307, 9-308 and 
9-309 (chattels, chattel paper, negotiable instruments, negotiable documents, 
and securities sold out of a bulk in which there is a perfected security interest). 


®U.C.C. § 8-202. 
0 U.C.C, § 1-201. 
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subscriber, as well as the honest buyer in the market, gets valid shares 
or bonds, even though there are serious defects in the issue. The under- 
lying proposition is that it is the company’s responsibility, not that 
of the subscriber or the buyer in the market, to make sure of the 
legality of the company’s securities. 

To this proposition, in the case of private securities, only three ex- 
ceptions are admitted: overissue (in the sense of an amount beyond 
the issuer’s corporate power), forgery (except when done by an 
insider),!? and violation of Constitutional provisions.* Obviously a 
statute cannot overrule a Constitution, and the reasons for the other 
two exceptions are equally apparent. Barring these excepted cases, 
purchase of a security for value without notice of a defect makes it 
valid, whatever the defect. 

The same rule is applied to municipal securities, but with this 
further limitation: either there must have been substantial com- 
pliance with the legal requirements governing the issue or the munici- 
pality must have received substantial consideration for the security 
and its stated purpose must be one for which the municipality has 
power to borrow money." So the purchaser of municipal bonds must 
still make sure, at least, that the municipality has power to borrow 
for the purpose stated, and that it received the money for the bond. 

The other aspect of negotiability is protection of the buyer’s title 
against competing claims. Here the provision is that ‘a bona fide 
purchaser . . . acquires . . . perfect title to the security.’ The “bona 
fide purchaser’’ is one who takes not only for value and without notice 
of competing claims of ownership, but also in a formally perfect man- 
ner, namely, by “delivery of a security in bearer form or of one in 
registered form issued to him or indorsed to him, or in blank.’ 
Notice that just as under the Uniform Stock Transfer Act it is delivery 
of the security (with the necessary indorsements, if any) that trans- 
fers title to it; the record on the company’s books is merely registra- 
tion of the transfer.?” 





1U.C.C. § 8-104. 

2 U.C.C. §§ 8-202(3), 8-205, 1-201(18) and (43). 

1% U.C.C. § 8-202(2). But note, in the same section, that a subsequent pur- 
chaser (that is, one who takes other than by original issue, Section 8-102) for 
value and without notice of the defect takes clear of this particular defense. This 
is in agreement with the better case law. The cases are collected in the Comment 
to this section (Spring, 1950 Edition of the Code). 

“4 U.C.C. § 8-202(2)(b). 

%U.C.C. § 8-301. 

% U.C.C. § 8-302. 

17 Uniform Stock Transfer Act § 1 and Commissioners’ Note thereto; U.C.C. 
Art. 8, Parts 3 and 4. 
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MATURED, CALLED, AND DEFAULTED SECURITIES 


When notes or drafts mature and are not paid the normal course 
is to enforce them, not to sell them. So they withdraw from normal 
commerce, and no one who knows about the default can become a 
holder in due course.'® 

But when a company defaults on an issue of securities the situa- 
tion is quite different. Power of enforcement is not in the hands of the 
holder of one bond. The indenture trustee will proceed, there will 
likely be a receivership or Chandler Act reorganization, and the 
proceedings may take years. Meanwhile the individual bondholder 
may need cash or want to change his investment. His only chance 
to do so is by sale. So the market does not understand that trading 
is to stop. It may go on quite actively for years while the receivership 
proceeds. There is nothing improper in such trading; the default is 
notorious; the price reflects the market’s judgment of the ultimate 
recovery on the defaulted bonds. 

Buyers in such a market necessarily take chances that the outcome 
of the receivership will be as good as they anticipate. But no reason 
is apparent why they should take the further chance that some one 
else may own the bond they buy. If bonds ought to be negotiable 
at all, they should remain negotiable after a default. So the Article 
provides that default “does not of itself constitute any notice of 
claims of ownership,’’ and a buyer after default, and with notice of 
the default, may become a “bona fide purchaser” and take a perfect 
title.'* 

All this assumes a default. How about maturity when funds are 
available for payment, and how about a call for payment or exchange? 

After these events there ought not be much trading; the securities 
should go in to the issuer for payment or exchange. But there is in 
fact some trading, and considerable advancing of money against the 
payment to be received upon surrender. So the Article provides that 
maturity or call does not give notice of adverse claims of ownership 
until six months after the date set for a money payment, or one year 
after that set for a required exchange.”° 

This means that bonds remain negotiable for six months after 
the due date, and the owner who sends in bearer bonds by mail for 
payment runs some risk of loss by theft and subsequent sale to bona 
fide purchasers. He may avoid that risk by indorsing “for collection”’ 





18 N.ILL. § 52; U.C.C. §§ 3-302, 3-304(4). 

1®U.C.C. §§ 8-305, 8-302, 8-301. 

© U.C.C. § 8-305. Compare the somewhat different provisions as to when 
these same events constitute notice of issuer’s defenses. U.C.C. § 8-203. 
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or “for surrender,” or by writing on the bond an unambiguous state- 
ment that it is his property. Either procedure will give notice of his 
rights, so that no one can become a bona fide purchaser except 
directly from him.” 

OVERISSUE 


Suppose the company has power to issue 1000 shares of common 
stock, but by the error or fraud of its officers certificates for 1100 
shares are outstanding, all regular in form, all bearing genuine 
signatures of people authorized to sign, and all in the hands of 
purchasers who have acquired them for value, in good faith, and with 
no knowledge of the overissue. Do the holders of the extra 100 shares 
have anything, and if so, what? 

A possible answer is that they have 100 valid shares. The persons 
whose error or fraud caused the certificates to issue were officers of 
the company authorized to sign and issue certificates, and their 
action binds the company, and its owners. The result is that there 
are 1100 valid shares outstanding, and that each share represents 
1/1100 instead of 1/1000 of the business. This, the argument runs, 
is not unfair to the holders of the first 1000 shares; they have merely 
suffered the usual result of fraud or error by an authorized agent. 

If Section 8-202 stood alone this would indeed be the result. It is 
a wholly possible result, and was urged as the correct and just result 
by some of the persons connected with the drafting of Article 8. 
But it did not command majority support, for it runs head-on into 
the corporation laws of all the states. Ultra vires still has this effect: 
a corporation cannot issue more valid shares than it is authorized to 
issue. So the holders of the certificates for extra shares do not have 
valid shares, but, of course, they have a cause of action. By Section 
8-104 their right is (1) to have the company buy shares in the market, 
if available, to replace the ultra vires shares, or (2) if shares are not 
so available, to recover the price paid. This applies throughout the 
Article whenever any provision validating shares would otherwise 
result in an issue in excess of corporate power.” 


DEALING THROUGH BROKERS 


When a promissory note is sold by S to B, that note and nothing 
else will be indorsed by S and received and held by B. But when 
100 shares of U. 8. Steel common are sold for cash in a stock exchange 
transaction B will not get the same certificate which S indorses and 


1 U.C.C. §§ 8-304(1)(a) and Me), 
*% As it might, e. g. under U.C.C. §§ 8-202(2), or 8-205, or 8-206(1), or 8-404, 
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delivers. For B will want the transfer registered to him, so that 
dividends and voting rights from then on will come to him and not 
to S. That means that S’s old certificate, or some old certificate, 
must be surrendered to the transfer agent and a new one issued in 
B’s name. To arrange this is the business of B’s broker. He must 
get 100 shares from S’s broker, turn in 100 shares for transfer, and 
get the new certificate for B. And it does not matter either to S or 
B, or to either broker, or to the transfer agent, or the company, 
whether the certificate which B’s broker turns in for transfer is the 
one which S indorsed, or the one which S’s broker delivered to B’s 
broker, or some other. For valid shares of the same class of stock of 
the same company are not only fungible, they are identical. 

The Uniform Stock Transfer Act assumed the transfer of the 100 
shares by delivery of one certificate direct from S to B.* That may 
of course still happen when S sells direct to B, without a broker.™ 
But in the usual stock exchange transaction there are not one, but 
three deliveries: from S to his broker, from S’s broker to B’s broker,” 
and from B’s broker to B. The Article recognizes this, and states the 
parties’ rights and duties upon each delivery.** And it is essential to 
remember that the three deliveries may be of three different cer- 
tificates, and will necessarily involve at least two whenever B wants 
the stock he bought put in his name. 


ForGep INDORSEMENTS 


What has just been stated has an important effect in the law of 
forged indorsements. A forged indorsement of an order promissory 
note can never create title to the note in any later holder (unless 
the maker or indorser is estopped or ratifies, etc.),?2”7 but a forged 
indorsement of a stock certificate, followed by registration of the 
transfer to an honest buyer who pays value for the new certificate, 
makes the buyer owner of the 100 shares. For what the buyer has 
paid for and holds is not the old certificate (carrying the forged in- 
dorsement) but a new one, certified as valid by the transfer agent, 
and bearing no forgery upon it. He has paid money on the faith of 





*3 Uniform Stock Transfer Act §§ 1, 4, 5, 6, 7. 

*% And if so S’s duty to deliver is regulated by U.C.C. § 8-314(2). 

% This delivery may be only of the balance due between the brokers on a 
number of transactions, and may be effected by clearing the sale under the rules 
of the exchange on which it occurred. U.C.C. § 8-314(1)(b). oo multiple 
cross-deliveries between brokers, when as between them only a balance is due, 
would benefit no one except potential thieves from brokers’ messengers. 

* U.C.C. §§ 8-314, 8-313, 8-316. 
7 N.I.L. § 23; U.C.C. §§ 3-404, 3-406. 
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the company’s quite genuine certificate, not on the faith of any 
forgery. So he owns valid shares, and the Article protects him.”* 

But has the old true owner lost his shares? True, his old certificate 
is not in his possession, and indeed has been surrendered to the 
company, and cancelled. But he never signed away his rights or 
authorized the transfer or its registration, so unless he is estopped”® 
he is still true owner of his shares. And since he is true owner he is 
entitled to the usual evidence of ownership of shares, that is, to a 
certificate. The Article provides this also.*° 

Apparently therefore, the company now has outstanding 200 shares 
instead of 100. This is indeed the result, subject always to the special 
provisions concerning over-issue.** The company has of course its 
remedy against the forger. But he is hard to catch, and no doubt 
irresponsible if caught. No company ought to be put in this position. 
The risk has long been evident, and companies have for some time 
required a guarantee of the indorser’s signature when a registered 
security is presented for registration of a transfer. The Article makes 
clear the company’s right to make that requirement, and to insist 
upon it.*? With the Article in force, no company need ever register a 
transfer unless the indorser’s signature is guaranteed in writing by a 
person “‘reasonably believed by the issuer to be responsible.’’* The 
Comment will make clear that the company’s judgment as to who 
is a responsible guarantor and who is not is to be respected within 
wide limits. After all, the company is a pure stakeholder, and ought 
not to be put in unnecessary danger. 


TRANSFERS Out oF ESTATES AND TRUSTS 


One of the most useful things in the Article may be its quite pre- 
cise provisions as to what companies and transfer agents may, and 
may not, require when registered securities are presented for regis- 
tration of transfer out of the names of deceased or incompetent 
persons, or of trustees, executors, or guardians. 





7®U.C.C. §§ 8-202, 8-311, 8-315(2), 8-405(2), 1-201(43). Remember that a 
“bona fide purchaser” need not take delivery of an indorsed certificate. 3 m: mey 
take delivery ‘of a security . . . in registered form issued to him. . 

§ 8-302; of. U.C.C. § 1-201(32) ‘and (33). If he buys for cash through a tbe 
or froma dealer this is what he will normally do. 

29 As he may be, for eee” if he failed to notify the company of his loss of 
the certificate. U.C.C. 

© U.C.C. §§ 8-311, Poy 

1 U.C.C. § 8-104; supra p. 343. 

2U.C.C. §§ 8-401, 8-402. The liability of such a guarantor is also stated. 
U.C.C. § 8-312. 

3% U.C.C. § 8-402(3). 
*U.C.C. §§ 8-401, 8-402, 8-403. 
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Every lawyer who has probated an estate containing registered 
securities complains of the requirements which transfer agents make. 
They want the will, they want the trust agreement, they want this 
and that, and they want the copies certified. Trustees make similar 
complaints; indeed many corporate trustees carry trust securities not 
in their own names as trustees, but in the name of some individual 
or firm, acting as their nominee. That carries its own risk, in case 
the nominee should fail or be dishonest. But it seems better to many 
corporate trustees than going to the trouble and expense, not to 
speak of the delay, of supplying all the papers which transfer agents 
call for when securities are sold and transferred out of fiduciary 
names. 

Why do transfer agents impose these requirements? Not, of 
course, because it gives them pleasure to read other people’s wills 
and trusts and probate papers, but because courts have imposed 
liability on companies, as for innocent conversion, when transfers 
which for some reason were improper have been registered.* So it is 
no use to cuss the transfer agent; if a relaxation of requirements is 
desirable the law of the company’s liability will have to be amended. 

Article 8 contains such an amendment. It proceeds upon the view 
that the honesty, authority and correct action of executors, trustees 
and other fiduciaries is best verified and policed, not by the com- 
panies whose stock may be involved nor by their transfer agents, 
but by the local court, the local bank, the local bar, and the other 
local people who may be concerned. And it seeks to save time, trouble 
and expense for the vast majority of honest and authorized fiduciaries 
by leaving the catching of the occasional unauthorized or crooked 
deal to those who are near by and have the best chance to learn the 
facts. Office examination, by a distant stranger, based on papers 
only, has certainly never been a good way either to deter or to detect 
improper action by fiduciaries. The Article eliminates it altogether, 
unless the transfer is to the fiduciary individually, or otherwise con- 
tains a badge of fraud, or the company has actual notice of an im- 
propriety.* 

Under the Article, when a security is presented for transfer “the 





% See e.g., Seymour v. National Biscuit Co., 107 F.2d 58 (8rd Cir. 1939); 
First National Bank v. Pittsburgh F.W. & C. Ry., 31 F. Supp. 381 (E.D. Pa. 
1939). Section 3 of the Uniform Fiduciaries Act has not been wholly effective. 
The current practice of transfer agents and the reasons for it are very well de- 
scribed by Carlos L. Israels, Article 8—Investment Securities, 16 Law & Contemp. 
Pros. 249, 262 (1951). Mr. Israels’ whole paper is an accurate and illuminating 
discussion of Article 8. The changes in the text of the Article since he wrote have 
not been great, so his discussion has permanent value. 


* U.C.C. §§ 8-401, 8-403. 
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issuer must register the transfer as requested’’ if the indorsement is 
correct, taxes are paid or waived, the company has no knowledge 
that the transfer is wrongful, or of an adverse claim of ownership, 
and no badge of fraud appears.*”? The persons whose signatures con- 
stitute a correct indorsement are stated in some detail. For instance, 
if the prior record owner is “an individual who is dead and had not 
indorsed the security,’”’ the company must accept and act on “an 
indorsement signed by the executor or administrator of his estate, a 
guarantee of that signature and proof that the person signing was 
such executor or administrator at the date of signing.’”’** So a copy 
of the letters testamentary, certified as in force on a date correspond- 
ing to the date of the indorsement, is the only probate paper that 
the transfer agent may require. And to protect the transfer agent 
and the company, and to make sure they will act in accordance with 
the sections, ‘“Where the issuer has registered a transfer pursuant to 
this section, he is not liable to any person suffering loss as a result 
of such registration.’’*® That ought to do the business. The hope is 
that it will save much time and many papers, without material 
increase of the opportunities for wrongful dealing. 





CONCLUSION 


This is not an exhaustive catalogue of the contents of Article 8. 
It deserves to be studied in the original by all concerned.*® What I 
have tried to do is to stimulate such study. What has been presented, 
however, indicates the major areas of interest and change. 





37 U.C.C. § 8-401. The “badges of fraud” are specified and limited in Section 
8-403 


38 U.C.C. § 8-402(2)(c). 
; 39 U.C.C. § 8-401(2). That this protects the transfer agent also see Section 
: 8-406(1)(b). 

40 And so do the Comments to it, which by Section 1-102 “may be consulted 
in the construction and application of this Act.” Revised Comments to accompany 
the final approved text of the Article have not ower in print as this is written 
(December, 1951) ; they should appear in 1952. The latest version of the Comments 
now available is that in the Spring 1950 Edition of the Code. ; 














Article 9— A Restatement and Revision 
of Chattel Security 


Haroip F. Brrnspaum* 


The Article on Secured Transactions has been completely rewritten 
more times than any other article of the Code. Six separate printed 
drafts were submitted to the combined membership of the Ameri- 
can Law Institute and the Conference of Commissioners on Uniform 
State Laws before the final text was prepared upon the basis of 
some thirty-six amendments voted at the 1951 meetings of the two 
bodies in joint session. 

In addition to these six printed drafts, an even larger number of 
separate mimeographed drafts were prepared by the drafting staff 
and were circulated for discussion with the advisers appointed by the 
Institute and the Commissioners, with the Editorial Board, and with 
various committees and groups of lawyers and businessmen in all 
parts of the country.! Many of these drafts bear a superficial simi- 
larity to one or more of the other drafts. This similarity is only super- 
ficial because a change in the policy of a few key sections generally 
served to change the impact of Article 9 as a whole. 

A number of these printed and mimeographed drafts have been 
the subject of important law review articles,? important for their dis- 
cussion of basic problems, for their criticism of policies expressed in a 
particular draft, and for their analysis of inconsistencies or am- 
biguities. 

* A.B. 1920, U. of Colorado; LL.B. 1923, Harvard; member of the Massachu- 


setts, New York and California Bars; adviser to Reporters for Article 9, UNirorm 
ComMMERCIAL CopE. 

1 Schnader, The New Commercial Code, 36 A.B.A.J. 179, 253 (1950); Mentschi- 
o. The Uniform Commercial Code, An Experiment in Democracy in Drafting, 
id. at 419. 

2 A few of them are: Llewellyn, Problems of Codifying Security Law, 13 Law 
& Contemp. Pros. 687 (1948); Gilmore, On the Difficulties of Codifying Com- 
mercial Law, 57 Yate L.J. 1341 (1948); Kripke, The “Secured Transactions” 
Provisions of the Uniform Commercial Code, 37 Va. L. Rev. 577 (1949); Ireton, 
The Proposed Commercial Code—A New Deal in Chattel Security, 43 Inu. L. Rev. 
794 (1949); Dunham, Inventory and Accounts Receivable Financing, 62 Harv. L. 
Rev. 588 (1949); ys Chattel ~~ as a Negotiable Specialty Under The 
Uniform Commercial , 59 Yate L.J. 1209 (1950); Schwartz, Pennsylvania 
Chattel Security and the Uniform Commercial Code, 98 U. or Pa. L. Rev. 530 
1950); Gilmore, The Secured Transactions Article of the Commercial Code, 16 

w & Contemp. Pros. 27 (1951); Everett, Securing Security, id. at 49; Country- 
man, The Secured Transactions Article and Section 60, id. at 76; Hunt and Coates, 
The Impact of the Secured Transactions Article on Commercial Practices with 
Respect to Agricultural Financing, id. at 165; Kripke, Modernization of Commercial 
Security Under the Uniform Commercial Code, id. at 183. 
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However, now that Article 9 has reached final form, it becomes sub- 
ject to Section 1-102(3)(g): 

Prior drafts of text and comments may not be used to ascertain 

legislative intent. [Italics supplied.] 

This mandate applies with peculiar force to Article 9 and to the 
law review discussions of its prior drafts. 

Hence the present paper will resist the fascinating challenge of 
tracing the growth of each section of the final text through all of the 
prior drafts, and recounting the arguments pro and con which led to 
the ultimate provision. It will be confined to an analysis of the final 
text and suggestions as to various techniques to be employed in 
operating under it. The aim will be to simplify the statute by pre- 
senting it in “round, unvarnished’’ language, in the hope that such 
a presentation will be of assistance not only to lawyers, but also to 
legislators and business men who have not had legal training. For 
this reason, reference to prior law in the various jurisdictions will 
not be elaborated by citation and discussion; for these the reader is 
referred to the law review articles which have been noted.* 


GENERAL Po.ticy CONSIDERATIONS 


Before undertaking consideration of the detailed provisions of 
Article 9, it is important to consider the basic policies which are its 
foundation. 


Facilitating the Creation of the Security Interest 


The most important feature of basic policy is the recognition that 
chattel security is a legitimate component of the credit structure—no 
longer to be regarded as a dangerous excrescence. As a necessary con- 
comitant the road to legally ‘‘good’’ security under Article 9 is 
straight, paved, clearly marked and well-lighted; no longer is it an 
obstacle course seeded with booby traps. 

Such a result is the climax of nearly a century of legal, economic 
and social evolution. The process started in a simpler society when 
an individual who owed money was considered to be somewhat shift- 
less unless his credit was good enough to enable him to borrow from 
his banker. At the same time, the businessman whose assets were 
encumbered likewise was considered somewhat second-class. Liens‘ 

3 Supra, note 2. See also Gilmore and Axelrod, Chattel Security: I, 57 YaLe 
L.J. 517 (1948); Gilmore, Chattel Security: II, id. at 761 (1948). 

* “Liens” will frequently be used herein as a general term to cover chattel 
mortgages, pledges, conditional sales, and other forms of security. Similarly 


“chattel security” will be often used as inclusive of accounts, chattel paper, in- 
struments and documents as well as goods. 
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on assets of the householder or of the businessman were frequently 
secret and, therefore, entrapped general creditors who expected assets 
to be unencumbered. 

Hence, both legislatures and courts manifested hostility to chattel 
security. There developed elaborate and technical requirements as to 
the formalities of the security agreement: acknowledgments, affi- 
davits of good faith (sometimes by the creditor, sometimes by the 
debtor, sometimes by both of them), requirements that the security 
be not only identified but also described with the utmost particularity 
(e.g. serial numbers on household furniture). In some cases where the 
statute required an affidavit to be “‘affixed,’”’ the courts deliberated 
whether a wire staple affixed it adequately or whether mucilage was 
essential. 

In some states there were absolute prohibitions on chattel security 
in certain situations, for example, on a stock of merchandise. In others, 
disfavor was shown to a lien on after-acquired property, or to a lien 
securing subsequent advances. 

Again, state law against fraudulent conveyances was applied to 
strike down security transactions where the assignor of accounts re- 
ceivable was not deprived of ‘“‘unfettered dominion’’ over collections, 
or was permitted to deal with a few items of returned merchandise 
without strict accountability. 

The list of hostile manifestations could be extended, as could the 
enumeration of techniques by which lawyers representing creditor 
interests sought to provide protection for the desired collateral. Con- 
ditional sale contracts were used with varying degrees of success to 
retain title to the collateral as against the buyer and his creditors until 
the purchase price was paid. Drafts with invoice attached were 
adapted from overseas trade, and were combined with trust receipts 
adapted from special banking transactions, in order to finance the 
movement of automobiles and like articles from manufacturer to dis- 
tributor and from distributor to dealer. Inventory on the premises of a 
manufacturer or jobber was segregated into a “field warehouse” 
(often merely a room or a fenced-off enclosure on the same premises), 
and negotiable warehouse receipts covering the inventory were used 
to collateralize loans. 

Each of these and similar techniques were challenged in court as 
“secret liens,’’ as ‘‘devices,’’ as ‘form without substance.’’ Sometimes 
the attack succeeded, in other cases it failed; but always the courts 
were assiduously ready to search for technical reasons why even the 
form was not good. Occasionally creditor interests obtained statutory 
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protection for techniques which had been adapted from the common 
law. 

All of this is a thing of the past under Article 9, which recognizes 
that chattel security is here to stay, and which therefore proceeds on 
the theory that the statute should facilitate, rather than hinder, the 


obtaining of completely valid security. 


The Credit Risk 


A second basic policy is that the statute’s function is to provide 
legal security in credit transactions, but to leave many (but not all) 
risks of the debtor’s dishonesty on the creditor just because it is a 
credit transaction. 

As will be discussed later, the greatest facility is provided for 
legally valid inventory liens; but if the inventory is gone when the 
debt matures, or if it has declined in value below the agreed ratio, 
this is no concern of the statute. 

Similarly, full legal validity is afforded to transactions secured by 
accounts receivable; but if the debtor is allowed to collect the re- 
ceivables, and if he dissipates the collections, the statute cannot re- 
store them. 

Hence, procedures which were evolved in prior years for the double 
purpose of obtaining both legal and practical protection will retain 
their full utility for obtaining practical protection. Indeed such pro- 
cedures are more satisfactory under Article 9 than heretofore, for now 
they can be flexibly applied in accordance with the needs of a par- 
ticular case and with knowledge that legal invalidity of the lien will 
not result from minor relaxations. 


Uniformity 


. The third policy of Article 9 is uniformity. Uniformity of the law 
in various states which enact the Commercial Code will be of great 
convenience to those whose secured transactions cover a number of 
states and who, at the present time, must conform to the differing 
requirements of the individual jurisdictions in which they do business 
or to the differing laws which govern their transactions in the several 
states. 

However, the more novel and more important aspect of the uni- 
formity achieved by the Code results from a recognition of the essen- 
tial uniformity of credit transactions. 

Conditional sale contracts, chattel mortgages, consignments, trust 
receipts, bailment leases, and field warehousing transactions are all 
different in form, and each one derives from a different legal back- 
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ground. However, they have essentially the same purpose, namely, to 
permit credit to be extended on a secured basis. 

All of them are used in a part of the process which is now a com- 
monplace of the American economic scene. We all take for granted 
the extension of credit represented by an issue of corporate bonds 
secured by a lien on a factory’s land and buildings. The bond issue is 
in effect one method by which the factory obtains working capital. 
However, when credit is extended (a) to the factory for additional 
machinery and equipment, (b) to the factory for supplies, such as 
fuel, (c) to the factory for raw materials, (d) to the factory with re- 
spect to inventory built up for future sale, (e) to the distributor or 
dealer for his equipment (fixtures in the store or automotive equip- 
ment for delivery purposes), (f) to the distributor or dealer for his 
inventory, (g) to the factory, distributor or dealer for his accounts 
receivable or his installment paper—in these and in other like situa- 
tions the equivalent of working capital is being provided through 
credit.® 

Where such credit can be obtained on an unsecured basis, well and 
good. Where security is demanded, it really makes no difference of 
substance whether the credit is extended by a seller to a buyer, by a 
lender to a borrower, or by an intermediary which characteristically 
is a finance company. In essence, each transaction has the same 
substance and, as between the parties directly involved in the trans- 
action and also between each of them and third parties, should be 
governed by the same rules. 

Furthermore, it makes little sense that differences in form should 
entail different legal results. Whether equipment is bought under a 
conditional sale contract or a purchase money chattel mortgage, the 
transaction is fundamentally the same; there should be the same re- 
quirements and consequences, between the parties and as to third 
parties. Yet in the past there have frequently been different require- 
ments as to the formalities of execution of the agreement, different 
rules as to public filing or recording, different procedures as to repos- 
session, and different liabilities as to any deficiency. 

In the same way, if a dealer’s inventory is being financed, why 
should the legal efficacy of a trust receipt depend upon whether a 
technical “legal title’’ passed first to the dealer? In fact, what dif- 
ference should it make whether possession of the inventory was 
acquired before or after the financing transaction was completed, 
since the purpose is to finance the inventory in the dealer’s possession? 





5 Birnbaum, Form and Substance in Field Warehousing, 13 Law & ConTEMP. 
Pros. 579 (1948). 
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All such differences of form and all such technical distinctions are 
treated as of no consequence by Article 9. The parties to a transac- 
tion are perfectly free to use the old documents or to adopt a new 
“security agreement.’’ But regardless of which form of agreement is 
employed, the substance of the transaction will be the same between 
the parties and as to third parties. There will be the same tests to 
determine when the security interest is acquired, when it is per- 
fected, how far it is protected against third parties, and what are the 
consequences and procedures on default. 

It is true, of course, that uniformity can be overdone. Therefore, 
Article 9 recognizes that there are credit transactions which should be 
excluded entirely or partially.* It also recognizes other distinctions, 
based upon whether the debtor is a business concern or a consumer, 
or whether the transaction essentially involves purchase-money rather 
than a loan. These, however, are exceptions to the general policy of 
uniformity. 

To summarize, the three major policies of Article 9 are (1) to 
facilitate the legal perfection of security interests; (2) to leave un- 
affected any procedures which give practical protection; and (3) to 
disregard all distinctions based solely on form or technicality. 

There are obvious reasons for adopting the second and third of 
these policies. As to the choice of decision which underlies the first 
policy a word should be said. Hostility to secured credit does not 
prevent such credit from being extended, but serves only to make it 
more expensive. For example, the rule of Benedict v. Ratner’ did not 
eliminate the collection of accounts receivable by the assignor, but it 
required time-consuming and costly mechanics for special bank ac- 
counts, daily reports, and daily remittances accompanied by new 
loans or daily releases of collections against the assignment of new 
accounts. In addition, the rate of interest had to be increased so as to 
permit of a “‘reserve’’ against the possibility that some slip-up in the 
mechanics would be seized upon at a later date to form the basis of 
an attack upon the validity of the entire assignment. The increased 
expense attributable to both factors was economically wasteful, and 
the risk of invalidity served to deter many low-rate lenders from 
entering that field of financing. Examples in other fields could easily 
be given, such as inventory financing, where hostility did not prevent 
the transactions but merely increased the expense. 

Once it is recognized that secured credit is here to stay, the choice 





*U.C.C. §§ 9-104, 9-302(2). All citations to the Untrorm CommerciaL CopE 
are to the Final Text Edition (November 1951), unless otherwise indicated. 
7 268 U.S. 353 (1925). 











354 WISCONSIN LAW REVIEW [Vol. 1952 
seems plain: give complete legal security to the transaction, and 
permit the transaction to be effected in the simplest possible way. 
In a freely competitive banking and financing industry, this must 
reduce the cost of credit and thereby reduce the cost of goods.*® 


DEFINITIONS AND GENERAL PRINCIPLES 


To paraphrase an old saying, the draftsman of a statute may well 
feel, “Let me frame the definitions and the text will shape itself.’’ 
Certainly the definitions in the Commercial Code are a most im- 
portant part of the statute, and a detailed discussion of Article 9 must 
start with the defined terms. They appear partly among the general 
definitions in Section 1-201 as well as in other articles.° The first im- 
portant definition is “buyer in ordinary course of trade.’”!® This term 
was specially chosen in the Uniform Trust Receipts Act!! and was 
carried forward with a new definition to the Commercial Code to 
permit a concept more precise than “‘bona fide purchaser.’’ The term 
first refers to a buyer, a much narrower category than purchaser.’ 
Next, it requires the transaction to be in ordinary course. Next, it 
requires that the seller be in the business of selling goods of that kind. 
Next, it excludes sales made by farmers or pawnbrokers, transfers in 
bulk, transfers as security for a money debt, and transfers in total or 
partial satisfaction of a money debt. Finally, it includes buying for cash, 
buying on secured or unsecured credit, and receiving goods or a docu- 
ment of title under a pre-existing contract for sale. Such precision of 
definition is necessary, as to Article 9, because a buyer in ordinary 
course of business is sometimes given priority over the holder of a 
perfected security interest." 

“Good faith’’ means honesty in fact." 

“Insolvency proceedings’’ include any assignment for the benefit 
of creditors and any other liquidation or rehabilitation proceeding.” 

‘Notice’ to a purchaser or holder means that he has reason to 
know the ultimate fact from all of the facts and circumstances which 
he knows at the time."® 

“Purchaser’”’ includes a buyer, mortgagee, pledgee, person with a 





8 Birnbaum, supra note 5, at 592; Dunham, The New Commercial Code, 55 
Com. L.J. 197 (1950). 

* U.C.C. §§ 9-105 through 9-109, including cross references. 

1 U.C.C. § 1-201(9). 

1 9A U.L.A. 284, § 1 (1951). 


2 U.C.C. §§ 1-201 — and (33). 
” » g., U.C.C. § 9-30 
U.C.C, § 120109). 
U.C.C, § 1-201(22). 
U.C.C. §§ 1-201(25), (26) and (27). 
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lien, donee or any other person acquiring an interest in property.!” 

“Security interest’’ means an interest in property which secures 
payment or performance of an obligation. It includes a reservation 
of title and also the interest of a buyer of accounts, chattel paper, or 
contract rights,!* and, of course, by necessary implication includes 
the interest represented by a mortgage, deed of trust, pledge, lien 
and the like. It should be noted and emphasized that security may be 
given for performance of an obligation, as well as for payment; thus a 
secured transaction need not involve a money debt, either solely or at 
all. 

‘‘Warehouse receipt’’ means a receipt issued by a person engaged 
in the business of storing goods and, by necessary implication from 
other sections of the Code includes a “field warehousing’’ receipt.'® 

The terms ‘“‘debtor’’”° and “secured party’’*! were chosen because 
they do not have a history of judicial construction in the field of chat- 
tel security. ‘“Debtor’’ includes both a borrower and a conditional pur- 
chaser; ‘“‘secured party’’ includes both a lender and a conditional seller 
and an intermediary financing agency. Since the same rules are applied 
to transactions of loan, to transactions of sale on credit, and to many 
hybrid transactions, it was necessary to avoid such terms as, for 
example, borrower and lender. Such terms would have made it more 
difficult to effectuate the declaration that: 

Nothing in this Article validates any charge or practice illegal 

under any rule of law or regulation governing usury, small loans, 

retail installment sales, or the like, or extends the application 
of any such rule of law or regulation to any transaction not 
otherwise subject thereto.” 


Some of the rules of Article 9 governing the pledge of accounts, 
chattel paper or contract rights are also applicable to outright sales 
of such receivables; for that reason ‘‘debtor’’ includes the seller of 
such receivables and “secured party’’ includes the buyer. 

Occasionally the collateral for an obligation is furnished by a third 
party who, however, may not assume personal liability for the obliga- 





17U.C.C. §§ 1-201(32) and (33). With purchaser so broadly defined, the term 
“bona fide purchaser” would have wesked, havoc in Article 9. 
18 U.C.C. § 1-201(87). 

_WU.C.C. § 1-201(44). Section 7-205(2) and Section 9-305(2) are parallel pro- 
visions in the Articles on Documents of Title and Secured Transactions which 
give specific yoo to field warehousing. The net effect of these sections 
is to give full validity when they are used as an instrumentality of commerce 
and to require filing under Section 9-302 when they are used as an instrumentality 
of financing. 

20 U.C.C. § 9-105(1)(d). 

1 U.C.C. § 9-105(1) (i). 

2U.C.C. § 9-201. 
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tion. The term ‘“‘debtor’’ includes such an owner of the collateral 
unless the context indicates that a distinction is intended.” 

There are some separate rules for “‘instruments’’* and for “chattel 
paper.’’* Sometimes chattel paper consists of only a conditional sale 
contract, chattel mortgage or bailment lease; sometimes such an 
agreement is accompanied by a negotiable note or series of notes. 
In the latter case the notes become part of the chattel paper for 
purposes of definition, and the definitions of “chattel paper’’ and 
“instruments’’ so provide. 

“Purchase money security interest’’ is defined” more broadly than 
many courts have done. The term is used to cover three situations: 

(i) a seller’s reservation of title; 


(ii) a lender’s lien, where the lender gives value (either by ad- 
vancing money or by incurring an obligation) to enable the debtor 
to acquire the collateral, and where the value is actually used for 
that purpose, regardless of how long a time elapses in the interim; 
and 

(iii) a lender’s lien, where the agreement of the lender and the 
borrower is the same as in (ii) and where the value is given not 
more than ten days before or after the borrower acquires possession 
of the collateral, even though the value furnished by the lender is 
not actually used to pay the price.” 

“‘Value’’** has a slightly different text in Article 9 from that used in 
other articles.”* 

The concept of antecedent indebtedness has played an important 
part in the substantive law of secured debts and Article 9 therefore 


frequently uses the term “new value.’’*® The term “‘new value’’ is 
not expressly defined. It is defined ejusdem generis in Section 9-108(2) 





% Notably in Section 9-112, which states the separate rights of the owner of 
the collateral, as distinguished from the rights of the actual debtor. 

* U.C.C. § 9-105(1)(g). 

- My as .C. $ aap. 

* This provision of Section 9-107(c) is one of the instances where the ms ~ 
the secured party are not affected by the debtor’s dishonesty, i.e., diverting th 
funds to another Ee. In addition, this provision makes it possible for the 
lender to acquire a “purchase money security interest” when the loan is made 
(within the stated tine >a to reimburse a borrower who had laid out his own 
funds in the first instance. 

8 U, x C. Ay a. 

2° Cf. C. § 3-303. Section 9-108(1) is substantially identical with Sections 
a a and — a therefore with the definition applicable to Article 

, Section 2- 

TEA ’U. C.C. & 21082), 9-111, 9-306(4), 9-308, 9-312(6) and (7). See also 

U. C, C. % 6-103(1). 
+1 This is one of the few instances where the difficulties of framin, oe 


a completely 
satisfactory text proved insuperable. It was felt that, with the h 


p of Sections 
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as ‘‘. .. makes an advance, incurs an obligation or otherwise gives 
new value’’; in Section 9-111 as “‘. . . a new advance or new obliga- 
tion or other new value’’; and in Section 9-312(6) and (7) as “‘. . 
makes a new advance, incurs a new obligation, releases a perfected 
security interest or gives other new value.’’? The meaning of the 
term is spelled out without using the words in Section 9-304(1): 
“. . makes a new advance, releases a perfected security interest or 
incurs a new obligation.” 

A new concept in Section 9-108(2) deserves special mention. If 
‘new value’’ is given and the transaction specifically contemplates 
after-acquired collateral, the after-acquired collateral is deemed to 
come under the security agreement for new value and not as security 
for a pre-existing debt if the debtor acquired his rights in the addi- 
tional collateral in the ordinary course of business, or under a contract 
of purchase made pursuant to the security agreement and also made 
within a reasonable time after the security agreement. This is a dis- 
tinct modernization of the law of preference, and conforms with 
business practice. If Section 9-108(2) survives the impact of the 
Bankruptcy Act, as it should, a valuable result will be achieved; if 
not, the secured party will be no worse off than under existing law. 

“‘Description,’’ with regard to collateral, means any reasonable 
identification,” so that the old concepts which required greater pre- 
cision are not adopted by the Code. A serial number may be a useful 
identification but is not necessarily indispensable to an adequate 
description. 

These are the most important definitions, the others being more 
conventional in their scope. 


APPLICATION AND EXCLUSIONS 


Exclusions 
It may be helpful to list the excluded transactions first, in order to 
obtain a clearer view of the scope of Article 9. 
The exclusions are listed in Section 9-104, as follows: 
1. A security interest covered by the Ship Mortgage Act of 1920,* 
which requires recording with the Collector of Customs for validity 
against third parties; any other present or future Federal statute of 





such as 9-108(2), 9-111, 9-304(1) and 9-312(6) and (7), the courts would have no 
difficulty in distinguishing between ‘old value” and ‘‘new value.” 

2 U.C.C. § 9-110. 

33 41 Srar. 1000 (1920), 46 U.S.C. § 911 ff (1946); Section 921 covers all mort- 
gages on vessels of the United States, both common mortgages and those which, 
under Section 922, are preferred mortgages. 
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similar import will likewise result in the exclusion of transactions 
covered by it; 

2. A landlord’s lien (on the personal property of his tenant, under 
the laws of certain states), or a lien on real estate; 

3. A materialman’s or mechanic’s lien; Section 9-310 gives such 
liens priority over a security interest unless the statute creating the 
lien disclaims priority; 

4. A wage assignment; and 

5. An equipment trust covering railway rolling stock.* 

Subject to these exclusions, Article 9 covers any transaction in- 
volving a security interest in personal property.® ‘Personal prop- 
erty” includes goods,* documents of title,*” instruments,** chattel 
paper,®* accounts,*° and contract rights.‘1 Applying the policy of uni- 
formity, the coverage applies regardless of the form of the transac- 
tions, t.e., the rules of Article 9 apply, whether the parties use a new 
type of ‘security agreement,’’* or the old form of pledge, assignment, 
chattel mortgage, chattel trust, trust deed, factor’s lien, equipment 
trust, conditional sale, bailment lease, trust receipt, some other form 
of lien or title retention contract, or a lease intended as security.“ 


Consignments 
Some regret may be felt that Article 9 does not expressly refer to a 
consignment of merchandise, which bears many striking similarities 
to other forms of supplying working capital to a manufacturer or 


merchant. Section 2-326(2) (in the Article on Sales) treats of “‘on 
consignment,’’ “on memorandum,’’ and similar words,“ and says 





* The first class was excluded because of the priority of Federal law within 
the area indicated. The second and third classes were excluded because they 
were non-contractual. The fourth class was excluded because wage assi ents 
are not commercial transactions. The fifth class was excluded at the direct re- 
cet of spokesmen for the railroads, who feared that the securities market for 

uipment trust certificates ’ might be unsettled. 

o U. C 1oKes § 9-102(1) 

%U.C.C. § O10BCI yf). 

37 U.C.C. § 1-201(15). These are chiefly bills of lading and warehouse receipts. 

* U.C.C. § 9-105(1)(g). These are chiefly negotiable instruments Schned in 
Section 3-102, and securities defined in Section 8-102 such as stocks and bonds. 


U.C.C. § 9-105(1)(b). 
eUCE. § 9-106. 
“ Tbid. 
#U.C.C. ep eeenyo). See also U.C.C. § 1-201(37). 
4 U.C.C. § 9-102(2). 
“U.C.C. § 2-326(2) reads, in part: 


Where the buyer has a "place of business at which he deals in goods of 
the kind involved, such words as “on consignment”’ or ‘on memorandum” 
or other words purporting to reserve title to the seller until payment or re- 
sale are insufficient as against the buyer’s creditors to keep the transaction 
from being a sale or return unless the seller complies with any applicable 
law requiring a consignor’s interest or the like to be evidenced by a sign or 
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that the seller will be protected against the creditors of the party to 
whom goods are so delivered only if the seller complies with a so-called 
“sign statute’’ or with the filing requirements of Article 9, or if the 
party in possession is known to be engaged primarily in selling the 
goods of others. Hence, sellers cannot generally adopt the consign- 
ment form in order to avoid the impact of Article 9. 


Conflict of Laws 


Where the parties to the transaction are residents of a state which 
has adopted the Code, and if the collateral is within the jurisdiction 
of that state, conflict of laws problems do not arise. However, chattel 
security transactions frequently cross state lines, for example, in 
sales of heavy machinery or inventory. Moreover, many chattels are 
transitory in use, such as automobiles and trucks, rolling stock, air- 
planes, road building equipment, commercial harvesting equipment, 
and construction machinery. Even where the seller and the buyer 
are located in the same state, the financing agency is frequently 
located elsewhere.“ If the debtor is a business concern, it will fre- 
quently have places of business in more than one state. In the case of 
accounts, it often happens that the secured party (assignee) will be 
located in one state, the debtor (assignor) will be located in a second 
state, and the account debtors (obligors on the accounts) will be 
scattered through a number of other states. Finally, chattels are 
inherently mobile; a manufacturer may ship inventory from the fac- 
tory to warehouses scattered through strategic distribution areas; a 
householder may move his residence and his furniture and automobile. 

It can readily be appreciated that the conflict of laws problems 
cannot be dodged. Even when the Code is adopted by all of the states, 
so that the law is uniform, the question will still frequently arise as to 
the state in which the financing statement should be filed. 

The Code does not create the problems; they exist today in the 
most aggravated form, for conflict rules as well as substantive laws 
differ as between the states. Where a written assignment of accounts 
is delivered and accepted in State A, executed by a debtor (assignor) 
located in State B, covering an account owed by an account debtor 
(obligor) located in State C, it is possible for each of the three states 
to claim that the validity of the assignment is governed by its laws. 





establishes that the aa is known to be primarily eng in selling the 
of others or complies with the filing provisions of the Article on Secured 
ransactions (Article 9). 

Unusual cases such as Zendman v. Harry Winston Inc., 279 App. Div. 28 
107 N.Y.S. 2d 618 (1951) will still prove troublesome under the e; they will 
require a consideration of Sections 1-201(9), 2-326, 2-403(2) and 9-307(1). 

6 This also happens with pledges of documents or instruments. 
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The Code has attempted to state workable solutions to the conflicts 
problems, not only in general terms for sales, commercial paper, 
bank deposits, letters of credit, documents of title, and investment 
securities,“* but also specifically for bulk transfers‘? and secured trans- 
actions.‘* The provisions are discussed at length in the Article by 
Judge Goodrich.*® However, a few words regarding the rules for 
secured transactions®® are proper at this point. 


Tangible Property and Commercial Paper 


If the collateral is tangible property (goods) or is a specialty (like 
negotiable instruments, documents of title or securities) and is 
physically present in Code State A, while subject to a security inter- 
est, the security interest is governed by Article 9. If Code State B 
has a relationship to the transaction (for example if one of the parties 
resides there), it will yield to State A. If non-Code State C has a 
relationship to the transaction, it may or may not yield to State A; 
that, however, is true today and the Code cannot control the action 
of State C. If the collateral is not physically present in Code State A, 
State A will not claim that Article 9 governs the security interest at 
its inception even though State A has a relationship to the transac- 
tion (e.g., because of the residence of one of the parties). In all cases 
where a Code state and a non-Code state are involved, the secured 
party may have to comply with the law of both states in order to be 
sure his security is valid; that also is true today. 


Accounts and Contract Rights 


Where the collateral is accounts or contract rights, Code State A 
will govern only if the office where the assignor (debtor) keeps his 
records concerning the collateral is located in Code State A. In any 
other case, Code State A yields to the law of the state where such 
office is located, including its conflict of laws rules, so far as concerns 
the validity and perfection of the security interest and the possibility 
and effect of proper filing.“ It may be, for example, that the other 
state considers the governing law to be the law of the state where the 
transaction of assignment was effected, or the law of the state where 
the account debtor (obligor) resides. If so, Code State A will follow 
along. It may be that, even though Code State A purports to govern 
the security interest in the assigned accounts or contract rights be- 

“U.C.C. $1 1- — and (3). 

47 U.C.C. § 6- 

8 U.C.C. § 03 

49 Su 


eU. oc. §§ ‘9-102(1), 9-103. 
3 U.C.C. § 9-103(1). 
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cause the record keeping office is located there, non-Code States B or 
C may also claim that their laws govern. That is true today and the 
secured party may have to comply with the laws of more than one 
state until the Code is adopted by all states. 


Mobile Equipment 

Following the rule for accounts, the Code rule is parallel with 
regard to equipment of a type which is normally used in more than 
one jurisdiction.” The test here is the chief place of business of the 
debtor.® If it is located in Code State A, Article 9 governs the validity 
and perfection of a security interest in the equipment and the pos- 
sibility and effect of proper filing, even though the equipment is 
used in other states or is in transit through them and does not de- 
pend upon whether or not the equipment is physically present in 
Code State A. However, if the other states are non-Code states, they 
may claim that their laws govern, and the secured party may have to 
comply with their laws as well, just as today.™ 


Change in Location of Collateral 


If the security interest first attaches to collateral while it is in 
another state (for example, if furniture is bought in State B under a 
conditional sale contract and is later moved to Code State A), the 
validity of the security interest will generally be governed by the 
law of the state where the security interest first attaches (State B). 
The exception is the case where the secured party and the debtor 
understood that the property was to be kept in Code State A and it 
is brought to Code State A for that purpose within thirty days 
thereafter. If the security interest is already perfected before the 
collateral reaches Code State A, Code State A regards the security 
interest as perfected for four months. During the four-month period 
the secured party can take whatever steps are necessary under Article 
9 to perfect the security interest in Code State A, and the perfection 
will be deemed continuous. However, if the secured party delays for 
more than four months, or if the security interest was not perfected 

%® U.C.C. § 9-103(2). 

53 Note that this is not necessarily the state of incorporation of a corporate 
debtor, or the residence of a non-corporate debtor. 

% Tf the equipment is such as to be subject to licensing by other states, and if 
liens are required to be shown on the licenses, for example, there will, in effect, 
be filing in more than one state. See U.C.C. § 9-302(2)(b). 

5 U.C.C. § 9-103(3). 

_ % Ordinarily the only steps would be to file under Section 9-401 if the collateral 
is such that filing is required under Section 9-302(1). The period of four months 
allowed for filing under these circumstances is a compromise solution of the 


roblem raised by cases such as Reconstruction Finance Corp. v. Weiner, 192 
-2d 760 (2d Cir. 1951). 
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under the law of State B at the time the collateral was brought into 
Code State A, any subsequent perfection of the security interest in 
Code State A will date from the time of perfection, so that the 
validity of the security interest will be vulnerable to attack under 
the preference provisions of the Bankruptcy Act or other applicable 
law. 


Agreement to be Governed by Law of a Particular State 

Where a transaction bears a reasonable relationship to more 
than one state, for example where a sales or security - transaction 
crosses state lines, Section 1-105(6) permits the parties to agree as 
to the law of which state “shall govern their rights and duties.”’ 
This rule, of course, applies to transactions governed by Article 9, 
as between the parties. Section 1-102(3) (b), however, provides that 
rights and duties of a third party may not be adversely affected by 
an agreement to which he is not a party or by which he is not other- 
wise bound. In a secured transaction, the rights of a third party 
depend upon perfection of the security interest under the rules of 
Part 3 of Article 9. Consequently no mere agreement of the parties 
to be governed by the law of State B could exempt the collateral 
from the requirements of Code State A which are otherwise appli- 
cable, insofar as the rights of third parties are concerned. 


SUBSTANTIVE PROVISIONS 


All of the foregoing is an uninteresting but indispensable prologue 
to the four real divisions of Article 9: (1) attachment of a security 
interest; (2) perfection of a security interest; (3) filing; (4) enforce- 
ment. 





Attachment of a Security Interest 





Its Creation 

A security interest is created by simple agreement between the 
secured party and the debtor.*’ The only formality of the agreement is 
that it must be in writing, and must describe the collateral; and must 
also describe the land if the collateral is crops, or is oil, gas or minerals 
which are to be extracted from the land.** The description need only 
reasonably identify the collateral or land, as the case may be.5* More- 
over, an oral agreement is sufficient if the collateral is in the possession 
of the secured party. 

Thus, the formalities of the security agreement have been reduced 
to the minimum. Signature of the secured party, acknowledg- 

57 U.C.C. § 9- 

8 U.C.C. § #208010) 


5° U.C.C. § 9- 
* U.C.C. § 9-203(1) (a). 
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ment, affidavit of good faith, and all other technicalities are unneces- 
sary. The old forms of agreements may be used by those who desire, 
but they will be superseded in many or most cases by a new and 
simpler form which will have the additional advantage of not sug- 
gesting that old rules are applicable. 

Whatever the form of the agreement, it is effective according to its 
terms between the parties, against purchasers of the collateral, and 
against creditors.*' Of course, the agreement is subject to the various 
provisions of the Code such as the rule in Section 1-107 that a written 
waiver of rights arising out of default is binding without consider- 
ation, and the rules in Sections 1-203 through 1-208 which deal with 
good faith, reasonable time, course of dealing and use of trade, 
receipts, payments under protest and acceleration clauses. 

The agreement is also subject to other rules of law or regulations, 
which are otherwise applicable. For example, if the debtor is a public 
utility, the public utilities law must be complied with; if the trans- 
action involves a loan instead of a sale on credit, the usury law or 
the small loan law may be applicable; if the Federal Reserve Board 
regulations of installment credit are in effect at the time, the trans- 
action may have +o comply with them. However, the mere assimila- 
tion under Article 9 of the various forms of transaction specifically 
does not subject a transaction to any rule of law or regulation which 
would not otherwise be applicable. 


Time of Attachment 

So much for the creation of a security interest. It attaches as soon as 
(a) the security agreement is made and (b) value“ is given and (c) 
the debtor has rights in the collateral. The parties can agree to post- 
pone the time of attachment. 


Future Advances 


A security agreement may provide that it shall secure future ad- 
vances,*’ and may provide that after-acquired collateral shall be in- 
cluded.** However, there are two limitations®® on after-acquired col- 


"1 U.C.C. § 9-201. 

® Tbid.; also U.C.C. § 9-203(2). 

* U.C.C. § 9-201. 

* For this purpose ‘“‘value” may be “old value” or “new value” ; see discussion 
of Section 9-108, supra, at notes 30 and 31. 

® U.C.C. § 9-204(1). See In re Cumings, 99 F. Supp. 690 (S.D. Tex. 1951). 

% Ibid. pany Ay parties cannot advance the time of attachment, for 
that would mean that it attached ahead of the agreement, or without consider- 
ation, or before the debtor even had rights in the collateral (let alone ownership). 
Beal v. Universal C.I.T. Credit Corp., 82 A.2d 412 es 1951). 

67 U.C.C. § 9-204(5). No time limit or amount of advance need be specified. 

* U.C.C. § 9-204(3). 
* U.C.C. § 9-204(4) (a). 
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lateral: (a) a specific time limit is contemplated as to farm crops, 
which each state may fix according to local conditions’ unless the 
security interest is in conjunction with a real estate transaction; (b) 
where consumer goods come under an after-acquired property clause 
as additional collateral, they must have been acquired by the debtor 
within ten days after the secured party gave value (so as to prevent 
the current purchases from automatically securing a previous debt).”! 


Security for the Buyer 


Section 9-204(6) treats a somewhat novel situation which, however, 
is coming to be of frequent occurrence. Usually it is the seller who 
gives credit to the buyer. Sometimes, however, the buyer gives credit 
to the seller, either by paying in advance or by guaranteeing the 
seller’s payroll or his purchases of raw materials. Where this is done 
in contemplation of specific goods to be furnished to the buyer under 
a contract for sale (see Section 2-106(1)), the contract for sale may 
provide for a security interest in favor of the buyer, which will attach 
as soon as the goods have been identified to the contract under Sec- 
tion 2-501. Section 9-204(6) is another instance, like Section 9-108(2) ,”? 
where Article 9 has recognized a need to modernize existing law. 
Heretofore there has been no practical way in which a buyer who 
paid in advance could be protected, except by a cumbersome (and 
often impossible) taking of “open, notorious and exclusive posses- 
sion’’ of the goods on the seller’s premises. The experiences of World 
War II in connection with progress payments would alone justify the 
simple technique afforded by Section 9-204(6). 


Accounts Receivable and Chattel Paper as Security 


Section 9-205 is drawn to put to rest, once and for all, Benedict v. 
Ratner,” Lee v. State Bank & Trust Co., and the companion line of 


70 For a discussion of certain problems relating to secured transactions involv- 
ing farm products, see Hunt and Coates, The Impact of the Secured Transactions 
Article on Commercial Practices with Respect to Agricultural Financing, 16 Law 
& Contemp. Pros. 165 (1951). 

1 If the new security ment covering the current purchase also subjects 
it to the previous debt, this will be a transaction for “old value’ and may be a 
preference. The so-called ‘‘add-on,’’ whereby the current goods after they are 
paid for are to stand as security for future purchases, is not automatically vali- 
dated under Section 9-204(5), for the subsequent sale would not constitute a 
“future advance.” On the other hand, if a consumer explicitly mortgages his 
interest in the previously purchased goods at the time of the og purchase, 
this is entirely valid. In other words, even in the consumer field, the Code allows 
freedom of contract, but in this field rejects the automatic effect of the after- 
acquired property clause or the future advance clause. 

” Supra, re 357. 

% 268 U.S. 353 (1925). Cf. Second Nat. Bank v. Phillips, 189 F.2d 115 (5th 
Cir. 1951); Mount v. Norfolk Sav. & Loan Corp., 192 F.2d 286 (4th Cir. 1951). 
% 54 F.2d 518 (2d Cir. 1931). 
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cases. An assignment of accounts or chattel paper, or a security inter- 
est in inventory, receives publicity through filing under Section 9-401. 
The hostility of the former decisions, based largely upon a dislike of 
secret liens, is contrary to the policy of the Code. Instead of treating 
a failure of the secured party to insist on strict accountability for the 
collateral as a badge of fraud, the Code permits the extent of “‘polic- 
ing”’ of the collateral to be a matter of discretion. For that reason, 
the Code takes a great forward step in sound business relations. 
Flexibility on the part of the secured party is now possible, for he 
can tighten up when the need arises without fear that his lien will be 
attacked as a preference unless he has insisted on rigid accountability 
at least four months before bankruptcy. 

The only effect of relaxation on the part of the secured party is 
that the quantity of collateral available at the time of default may be 
shrunken.” That is a credit risk which, by hypothesis, is to be borne 
by the secured party. 

Policing the Credit Risk 

To summarize Section 9-205, a security interest is not invalid or 
fraudulent against creditors because of liberty on the part of the 
debtor: 

(i) to use or consume the collateral; 
(ii) to sell the collateral (including repossessed and returned 
goods covered by assigned accounts or chattel paper) ; 
(iii) to collect or compromise assigned accounts, contract rights 
or chattel papers; 
(iv) to accept the return of goods, or to repossess goods, covered 
by assigned accounts or chattel paper; or 
(v) to use or dispose of proceeds ;”6 
or by reason of the failure of the secured party to require (a) account- 
ing for proceeds; or (b) substitution of collateral which has been 
used, consumed or sold. 

Inevitably the effect of Section 9-205 should greatly reduce the ex- 
pense of handling the assignment of receivables, just as other sections 
should reduce the expense of handling inventory loans.”’ At the same 
time, it must be recognized that many of the formalities of “‘policing”’ 





% In this connection, there should be borne in mind the limited right to “pro- 
ceeds” under Section 9-306. 

7 “Proceeds” are defined in Section 9-306(3). 

" cially those permitting a floating inventory lien to be obtained through 
ATA ing of a financing statement; infra, at notes 251 ff. See also U.C.C. § 9- 
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have had their practical benefits for the secured party in the past and 
will be equally valuable in the future.”* 

For example, on inventory loans covering such things as auto- 
mobiles, it has been the practice to send an inspector to the dealer’s 
place of business at irregular intervals and without advance notice, 
for the purpose of checking the serial numbers of the cars on hand 
against those shown on the outstanding trust receipts. This procedure 
will be just as valuable under Article 9 as before. 

Again, on other types of inventory loans, it has been frequent prac- 
tice to have a custodian (sometimes through the mechanics of a “‘field 
warehouse’’) at the debtor’s premises for the express purpose of check- 
ing goods in and out and making daily or weekly reports to the lender 
who could thereby maintain a running inventory of his collateral. The 
usefulness of this technique from a credit standpoint is not affected 
by Article 9. 

On receivables of all types, it has been frequent practice to ‘‘spot- 
check’’ the authenticity of the receivables by sending so-called ‘‘audit 
letters’ to a representative sampling of the obligors, or even by per- 
sonal communication with them. This technique is also unaffected. 

Even the separate bank account for collections, the requirement 
that new accounts be assigned to replace those on which repossessions 
have been made, or that new accounts be assigned in an amount equal 
to previous collections made and retained by the debtor, the audit of 
the debtor’s collection records to determine how many of the as- 
signed receivables are past-due, and similar practices will have their 
place to a greater or lesser extent. 

Generally stated, a good, wide-awake credit man will be just as 
valuable under Article 9 as in the past. The great difference is that he 
will not need to have a lawyer at his elbow.”® 


Warranties, Defenses, Loss of Collateral, Etc. 


A few other observations are required concerning the remaining 
sections relating to the rights of the parties to a security agreement. 

1. If the security transaction is part of a sale of goods, the war- 
ranties are governed by Article 2—Sales.*® ; 

2. Generally the debtor can agree to waive, as against an innocent 
assignee, defenses which the debtor has against the assignor* and the 





78 See Burman, Practical Aspects of Inventory and Receivables Financing, 13 
Law & Contemp. Pros. 555, 559-60, 564 (1948). 

7 See Llewellyn, Problems of Codifying Security Law, 13 Law & Contemp. 
Pros. 687, 689-90 (1948). 

8° U.C.C. § 9-206(3); see especially U.C.C. §§ 2-312 through 2-318. 

8 U.C.C. § 9-206(2); cf. U.C.C. § 3-305, listing defenses good against a holder 
in due course. 
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signing of negotiable notes in connection with a security agreement 
constitutes the debtor’s agreement to waive such defenses in favor { 
of a holder in due course. 

3. However, a buyer of consumer goods is not permitted to waive 
defenses arising out of the sale. If he also signs negotiable notes, even 
a holder of the notes is subject to the defenses if he seeks to proceed 
against the collateral, either directly by repossession, or indirectly by 
attaching or levying upon the goods.® 

4. The secured party must use reasonable care in the custody of 
collateral which is in his possession; for breach of this obligation the 
secured party is liable for any loss suffered by the debtor but does not | 
lose the security interest.* 

5. Mechanics are provided whereby the debtor is enabled to obtain | 
a statement of how much he owes and how much collateral the secured | 
party holds or claims. This is particularly necessary because of the i 
floating lien on inventory or receivables which Article 9 permits.* It ; 
will be especially useful when a debtor is negotiating with another 
financing agency to take over the loan. 

6. The general rule of Section 1-208 governs so-called “insecurity 
clauses’ and acceleration. When invoking such a clause, the test is 
no longer “sole discretion’’ or ‘‘reasonableness.’”’ The secured party 
must in good faith believe that the prospect of payment is impaired; | 
the debtor has the burden of proving lack of good faith (¢.e. lack of 
honest belief). 

Perfection of a Security Interest | 
| 


In the matter of how a security interest, once attached, is perfected 4 
against third parties who are strangers to the transaction, Article 9 | 
shows the greatest departure from the policy of uniformity. 

Some security interests are perfected by change in possession ; some 
are temporarily perfected without change in possession; some are per- 
fected by filing; some are perfected without any formality as soon as 
they attach. 

It is also true, under Article 9, that “perfected’’ against third par- 





_ @U.C.C. § 9-206(1). The theory of this provision is that the secured party 
is in a better position than the consumer to investigate the dealer in advance, 
and is in a stronger economic position to force the dealer to make good if the 
article is misrepresented or defective. A consumer who also signs a note and who i 
has other assets from which a judgment can be collected is not protected by this 

provision, but he is no worse off than if he had signed a note without any security 

agreement. 

3 U.C.C. § 9-207. 
*U.C.C. § 9-208. 

% Infra, at notes 251 ff. 
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ties does not always mean perfected against all possible third parties.* 
In several instances certain third parties are given priority over a per- 
fected security interest, and in a few cases are given a parity status; 
this has been done in the interest of freedom of commerce or as the 
cutting of a Gordian knot. 

This problem of perfection is really the essence of Article 9. Its 
treatment is necessarily as complex as the factors which are involved. 
An accurate discussion cannot be simple. 


The Status of an Unperfected Security Interest 


The first phase to be considered is the relative priority of a secured 
party and third parties, when the security interest has not been 
perfected. 

In case of a purchase money security interest,*’ a secured party who 
files within ten days after he gives value has priority over the rights 
of transferees in bulk and of lien creditors** which arise between the 
time the security interest attaches*® and the time of filing.*° 

In all other cases, an unperfected security interest is subordinate to 

(i) persons who would take priority over a perfected security in- 
terest, 7.e., buyers in ordinary course of business, and certain other 
buyers, in case the collateral is inventory; certain purchasers of 
chattel paper left in the possession of the debtor (assignor) ; a holder 
in due course, etc., of negotiable instruments, documents of title or 

securities; some liens for materials and services; and a person with a 

previously perfected security interest; 

(ii) a subsequent secured party who is the first to perfect his 
security interest and who does not know of the earlier unperfected 
security interest; 





8 The task of drafting this part of the Code was made much easier by the 
1950 amendment of Section 60a of the Bankruptcy Act, 64 Srar. 22 (1950), 
11 U.S.C. §96(a) (Supp. 1951). Article 9 gives certain bona fide purchasers 
| raged over a perfected security interest. Infra, at notes 96, 108-110 and 115. 

his can be done safely, now that it no longer runs into conflict with the potential 
bona fide purchaser test of preference in yaad tey in chattel transactions, as 
was true under the prior Section 60a. See Corn Exchange Bank v. Klauder, 318 
U.S. 434 (1943); In re Vardaman Shoe Co., 52 F. Supp. 562 (E.D. Mo. 1948). 
Cf. Coin Machine Acceptance Corp. v. O’Donnell, 192 2d 773 (4th Cir. 1951) 
reversing In re Harvey Distributing Co., 88 F. Supp. 466 (E.D. Va. 1950); In 
re Rosen, 157 F.2d 997 (3rd Cir. 1946). 

87 U.C.C. § 9-107. 

88 U.C.C. § 9-301(3). “Lien creditor’ is defined to mean a creditor armed with 
legal process and includes an assignee for the benefit of creditors, a trustee in 
bankruptcy, and a receiver in equity. A creditor armed with legal process has 
the status of a lien creditor from the time process is issued, provided that the 
attachment, levy, or the iike, follows within a reasonable time. 

89 Supra, at notes 64-66. 
 U.C.C. § 9-301(2). 
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(iii) a lien creditor who becomes such without knowledge of the 
security interest and before it is perfected; and 

(iv) a transferee in bulk or other buyer out of the ordinary 
course of business who receives delivery of the collateral without 
knowledge of the security interest and before it is perfected.” 


Thus, in general terms, an unperfected security interest is protected 
against persons who know about it, against transferees in bulk and 
buyers not in the ordinary course of business who fail to obtain de- 
livery of the collateral, and other persons who delay in perfecting 
their own rights. 


Perfection Through Possession of the Secured Party 


In general, possession by the secured party of goods, negotiable 
instruments, securities, documents of title, or chattel paper perfects 
the security interest without further formality.*® The date of perfec- 
tion is the date of taking possession, with one exception: where a 
security interest in negotiable instruments, securities or documents of 
title arises for new value," the date of perfection is related back to the 
date of attachment if that is not more than twenty-one days earlier.™ 

Possession of a bailee who has notice of the secured party’s interest 
is equivalent to possession of the secured party,® again with one ex- 
ception: in the case of field warehousing, filing is required. 

With regard to collateral consisting of securities, documents of 
title, or negotiable instruments (except notes which constitute part 
of chattel paper under the definitions contained in Sections 9-105(1) 
(a) and (f) ), possession by the secured party is the sole method of per- 
fecting a security interest®’ for more than twenty-one days.** Filing is 
ineffective with regard to such collateral,*® and must be so, if the 
negotiability of such instruments and documents is to be preserved. 
The twenty-one day period under Section 9-304 involves protection 
only against creditors and persons other than holders in due course.!° 
Transferees who are holders in due course of negotiable instruments, 

1 U.C.C. § 9-301(1). 

® U.C.C. § 9-305(1). Perfection through possession is inapplicable to intangibles 
like accounts or contract rights. 

% Supra, at notes 30 and 31. 

se UCG § 9-305(1), last sentence. 

% U.C.C. § 9-305(1), second sentence. 

%* U.C.C. § 9-305(2). The theory of a field warehouse is that possession of the 
warehouseman is “notorious” because a sign is conspicuously posted. The theory 
of Article 9 is that the most conspicuous place to post a sign is in the central 
filing records under Section 9-401. 

7 U.C.C. § 9-303(3). 

% U.C.C. § 9-304. 


 U.C.C. § 9-309. 
10 U.C.C. § 9-304. 
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holders to whom documents of title have been duly negotiated, and 
bona fide purchasers of securities, need not examine the filing records, 
any more than the buyer of inventory in the ordinary course of 
business.!! 


Perfection Through Filing 

Where the security interest is not perfected through possession of 
the secured party, filing is the only method of perfection in regard to 
the following classes of collateral :!” 

(i) purchase money security interests'* in consumer goods! 
which are part of the realty (Section 9-313), in farm equipment hav- 
ing a purchase price in excess of $2500 or which are part of the 
realty, and in motor vehicles required to be licensed ;!% 

(ii) inventory,’ whether or not a purchase money security 
interest ; 

(iii) equipment,'*” whether or not a purchase money security 
interest ; 

(iv) farm products,!°* whether or not a purchase money security 
interest ; 

(v) accounts or contract rights, unless the assignment is for col- 
lection only or does not represent a significant part of the assignor’s 
outstanding accounts or contract rights.!°° 

(vi) chattel paper left in the debtor’s (assignor’s) possession ;!!° 

(vii) consumer goods, where the security interest is not a pur- 
chase money security interest.!" 

Filing does not, in all cases, give the security interest priority over 
all third parties. The cases where it does not are the following: 

1. A buyer in the ordinary course of business"? takes free of a per- 
fected security interest in inventory, or in other goods as to which the 
financing statement which is on file claims an interest in proceeds.'* 





10 Cf. U.C.C. § 9-307(1). 

18 Section 9-302 sa - that filing is required in all cases not specifically ex- 
cepted. The writer will attempt, for purposes of clarification, to list the various 
classes of collateral where filing is required. 

108 U.C.C. § 9-107. 


14 U.C.C, § 9-109(1). 

1% T).C.C. §§ 9-302(1)(c) and (d). 
18 U.C.C. § 9-109(4). 

107 U.C.C. § 9-109(2). 

108 U.C.C. § 9-109(3). 

10° U.C.C. roe). 

10 U.C.C, 

11 U.C.C. § 9-304(1). 

12 U.C.C. § 1-201(9). 


13 U.C.C. § 9-307(1). See, however, note 44 supra and the problem raised 
by the Zendman case as to purchasers from an auctioner. 
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This is true even though the buyer knows of the security interest. 
Therefore, the ordinary buyer can buy from the ordinary dealer with- 
out troubling himself about Article 9. 

2. A purchaser of chattel paper left in the possession of the debtor 
(assignor) takes priority over a security interest perfected by filing, 
if the purchaser gives new value in the ordinary course of his business, 
takes possession of the paper, and does not know (by reason of a 
notation on the face of the paper, for example) that the specific 
chattel paper is subject to a security interest." Therefore, filing on 
chattel paper gives protection against creditors and transfers for ante- 
cedent indebtedness or other transfers not in the ordinary course of 
business. Nevertheless, it allows a secured party dealing in the large 
volume of chattel paper of huge department stores or chain organiza- 
tions to eliminate the effort and expense involved in stamping a 
notice of assignment on the paper or effecting a change of posses- 
sion. The secured party is protected against the bankrupicy risk, 
but is not protected against the credit risk of the debtor’s dishonesty 
in subsequently transferring the same chattel paper to a person 
protected under Section 9-308. 


Perfection Without Filing or Possession in the Secured Party 


A purchase money security interest'5 in consumer goods"* which 
are neither a part of the realty under Section 9-313 nor a motor 
vehicle,” is perfected without filing. The same rule applies to farm 
equipment having a purchase price of $2500 or less, provided such 
equipment is neither part of the realty under Section 9-313 nor a 
motor vehicle.“* The perfection is only against creditors, pledgees 
and mortgagees, since a buyer who does not know of the security 
interest, who gives value, and who buys for his own personal, family 
or household purposes or his own farming operations is protected 
unless the security interest is filed.“* Thus Article 9 gives conditional 
sellers, financing agencies who acquire the chattel paper, and other 
secured parties with purchase money security interests automatic 
protection against creditors. However, if they desire protection also 





™4U.C.C. § 9-308. The rule would also apply to items of chattel paper which 
are returned to the assignor by the assignee, if the inadvertent inclusion of “or 
chattel paper” in Section 9-304(2) in the Final Text Edition is corrected. 


46 U.C.C. § 9-107. 
16 U.C.C. § 9-109(1). 
7 U.C.C. § 9-302(1)(d). 
48 U.C.C. § 9-302(1)(c). 
9 1.C. C. § 9-307(2). “Buyer . . . for his own personal, family or household 
‘9s narrower than” purchaser”; Ganiae a subsequent lender is not 
pookeeted by this subsection. 
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against bona fide purchasers, they must file.’2° It follows that a 
consumer or farmer who buys consumer goods or farm equipment 
from another consumer or farmer is under the legal necessity of 
examining the filing records (as is the case today in all states having 
chattel mortgage laws and in those states where conditional sale 
contracts have to be filed). The consumer goods or farm equipment 
may be covered by a security interest for other than purchase money, 
in which case the secured party probably will have filed, or they may 
be covered by a purchase money security interest which the secured 
party has elected to file. Even if the seller exhibits a receipt showing 
that he has paid the original purchase price, he still may have bor- 
rowed on the security of the goods or equipment and the lender may 
have filed. In practice, as today, many buyers will fail to examine 
the filing records, and only a few will prove to be victims of dishonesty. 

The other classes of collateral where a security interest is protected 
without filing and without possession in the secured party are 
negotiable instruments, securities and documents of title. Here the 
protection is for only twenty-one days, and is only against creditors 
and transferees other than holders in due course and the like.’ The 
theory of Article 9 on this point is that creditors will not be preju- 
diced by such short term transactions, whereas the filing records 
would be clogged if filing were required; and holders in due course 
are protected in any event. On the other hand, there is frequently a 
real commercial necessity for the debtor to have temporary possession 
of such instruments and documents for such purposes as collection, 
registration, transfer of securities on the issuer’s books, or obtaining 
delivery of goods covered by a document of title. Often it is more 
feasible for this to be handled by the debtor than by the secured 
party. 

Sometimes the temporary possession by the debtor of instruments 
or documents will occur at the time the security interest attaches 
to the collateral. On other occasions the instrument or documents 
will be transferred to the possession of the secured party at the outset 
and individual items will be released to the debtor as the need arises. 
Under Section 9-304(2) the security interest will still be perfected 
for twenty-one days against all creditors of the debtor and against 
transferees other than holders in due course, etc., whose rights are 
governed by Section 9-309. 


120 Tn practice, such secured parties doing a large volume of business will 
doubtless continue the practice of not filing except where a large amount of 
money is involved in an individual transaction. In the first place, experience has 
shown that most consumers are honest. Secondly, the saving in the clerical ex- 
pense involved in filing is not inconsiderable. Finally, the saving in filing fees is 
a substantial reserve against loss from fraudulent resales. 

121'U.C.C. §§ 9-304, 9-309. 
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The Final Text Edition (November 1951) inadvertently includes 
“or chattel paper’’ in Subsection (2) of Section 9-304, which should 
be corrected before the Code is enacted. After such correction a 
secured party who has filed a financing statement with respect to 
chattel paper will be able to return items to the debtor for such 
purposes as collection or adjustment without thereby losing the 
protection afforded under Section 9-308. Filing under Section 9-308 
gives protection with regard to chattel paper originally left in the 
possession of the debtor, against all creditors and against all trans- 
ferees except a purchaser for new value in the ordinary course of 
business who takes possession of the paper and who does not have 
actual knowledge of the fact that it is subject to a security interest. 
A fortiori, filing would give the same protection where possession of 
the chattel paper was originally transferred to the secured party 
and where individual items were thereafter returned to the debtor. 

A third instance of where filing is not required is where a secured 
party who is in the business of financing accounts, chattel paper or 
contract rights makes a further assignment of collateral previously 
assigned to him.’ 

The fourth instance is that the assignment of a perfected security 
interest does not require filing.’ 

Filing under Article 9 does not apply where certain substitute 
systems of filing are already in effect, 7.e., (a) where a Federal 
statute provides for national registration or filing of security interests 
in the collateral involved; and (b) where the Code State has a system 
for central filing of such security interests in the collateral, or requires 
indication of such security interests on a certificate of title. Com- 


pliance with any such statute is equivalent to filing under Article 
g, 136 


Time of Perfection 

Where filing is required, the security interest is perfected when 
it is filed or when it attaches, whichever is later. Thus advance filing 
is encouraged.!2” 


13 1).C.C. § 9-302(1)(f). 

1%3U.C.C. § 9-302(2), preamble. 

4% U.C.C. §§ 9-302(2)(a) and (b). 

1 See Townsend, The Case of the Mysterious Accessory, 16 Law & ConTz=mp. 
Pros. 197 (1951) for an anal of the variation between the certificate of title 
laws in the different states. If the laws of a particular state require indication on 
the certificate of title of both inventory liens and so-called retail liens, no filing 
under Article 9 would be required; if only retail liens are indicated on the certifi- 
= i. a as in some states, then inventory liens would have to be filed under 

le 9. 
1%U.C.C. § 9-302(2), postamble. 
47 U.C.C. § 9-303(1) (a). 
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Where perfection occurs through possession of the secured party, 
the date of possession is the date of perfection, except that the date 
of perfection may be related back for a maximum of twenty-one 
days in cases where a security interest in instruments or documents 
is given for new value.’ 

Where filing under a Federal statute or another statute of the 
Code State is equivalent to filing under Article 9, the date of 
perfection is the date of filing, registration or indication of the lien 
on the certificate of title under such other statute.’ 

When goods are already subject to a security interest when they 
are brought into the Code State, the date of perfection depends 
upon whether the security interest was perfected in the prior state. 
If so, and if any steps required for perfection in the Code State 
are duly taken within four months thereafter, the date of perfection 
is related back to the original date and the period of perfection in 
both states is continuous.’*? However, if compliance with the Code 
State requirements is delayed beyond four months, or if the security 
interest is perfected for the first time in the Code State, the date of 
perfection is not related back.’ 


Proceeds from the Disposal of Collateral 

Between the parties to a security agreement, the security interest 
attaches to goods, accounts, chattel paper, money, instruments or 
documents which are identifiable proceeds of collateral which has 
been exchanged, sold, collected or otherwise disposed of by the 
debtor.’ If the security interest in the collateral was perfected, the 
security interest in the proceeds is also perfected.’ 

However, the security interest in the proceeds is perfected only 
for a ten-day period unless one of two conditions is satisfied: (a) if 
a financing statement was filed to perfect the security interest in 
the collateral and if the statement specifically included proceeds 
received on disposition of collateral,'*” the perfected status continues; 

128 U.C.C. § 9-303(1)(b). 

129 U.C.C. § 9-302(2), postamble. 


10 U.C.C. § 9-303(1)(c). 
131 Such as filing in the Code State under Section 9-401. 


12 U.C.C. § 9-103(3). 
133 Thid. 


1% “Proceeds” and “cash proceeds” are defined in U.C.C. § 9-306(3). 

1% U.C.C. § 9-306(1). It will be noted that no separate assignment of the 
roceeds to the secured party is requisite. This is of major importance in the 
actoring industry where there is a security interest in inventory; when sales 

are made, the usual practice is merely to imprint on the invoice a notice that it 
is payable to the factor, with no formal assignment of the account. 

1% Tf the security interest in the collateral was unperfected, the security inter- 

est in the proceeds is likewise unperfected. 

187 See form in Section 9-402(3), item 4. 
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or (b) if the secured party directly perfects the security interest in 
the proceeds by filing or taking possession within the ten-day period, 
the perfected status also continues.'** 

Of course, the original collateral may continue to be subject to 
the security interest in the hands of the transferee, either because 
he had knowledge of it or because it failed to qualify for priority 
under Sections 9-301 or 9-303(2). However, in many cases the trans- 
feree will be protected, especially where the collateral is inventory, 
instruments or documents.'*® Thus, in some cases the secured party 
may look both to the original collateral and the proceeds. In other 
cases he may be able to look only to one or the other. 

In insolvency proceedings*® the secured party with a perfected 
security interest has a right'*! to the debtor’s cash and bank accounts 
equal to the cash proceeds received by the debtor within ten days 
before the proceedings were instituted minus the portion thereof 
paid over to the secured party within said ten days.'** For example, 
if the debtor collected $1000 in May and $500 in the first ten days of 
June, and remitted $300 to the secured party on June 5, and if 
insolvency proceedings were instituted on June 11, at which time 
the debtor’s cash on hand and in the bank amounted to $900, the 
result would be as follows: (a) the secured party would have no lien 
in respect to the $1000; (b) the secured party would have a lien on 
the $900 cash on hand, to the extent of $500; (c) the $500 lien might 
be reduced to $200 if it could be shown that the $300 remittance on 
June 5 represented June collections. 

Where the collateral is inventory, a large proportion of the pro- 
ceeds of sale will consist of accounts or chattel paper. Wherever this 
is the case, there may occasionally be a conflict between the secured 
party and some other financing agency to whom debtor may have sold 
or pledged the accounts or chattel paper. Such a sale or pledge may 
constitute a breach of contract on the part of the debtor.’ However, 
as a matter of policy Article 9 states that a transferee for new value’ 
in the ordinary course of business has priority over the secured party’s 


88 U.C.C. § 9-306(1). 

89 Under Sections 9-307(1) or 9-309. On occasion the transferee will be pro- 
tected as to consumer goods under Section 9-307(2) or as to chattel paper under 
Section 9-308. In other cases the transferee will be protected because the debtor’s 
transfer or exchange was authorized by the sec party. 

40 Section 1-201(22) defines this term to include an assignment for the benefit 
of creditors, and rehabilitation proceedings as well as liquidation. 

441 In the nature of a lien or a claim to specific assets. 

12 U.C.C. § 9-306(2). 

M3 See U.C.C. § 9-201: “. . . a security agreement is effective according to its 
terms between the parties, . . .” 
4 Supra, at notes 30 and 31. 
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claim to the chattel paper as proceeds, if the subsequent transferee 
takes possession of the chattel paper without actual knowledge that 
the specific paper is subject to the “proceeds lien.’ The secured 
party must continue to protect himself against such a breach of con- 
tract relating to chattel paper by practical procedures such as have 
been used in the past; either he must inspect the collateral periodi- 
cally, or install a custodian or the like. Here, again, the law is no 
substitute for diligence. 

Other cases of conflict may arise when collateral is returned to 
the debtor by the purchaser after it has once been sold. 

(i) If the indebtedness originally secured by the collateral has 
been paid to the secured party, he has no claim to the returned 
property; otherwise, his security interest continues as against 
the debtor.’ 

(ii) An unpaid transferee of the chattel paper arising out of 
the sale of the collateral has a security interest in the returned prop- 
erty as against the debtor but must perfect it in order to be pro- 
tected against third parties;” 

(iii) If the secured party and the transferee of chattel paper 
are both unpaid, and if each claims the returned property, the 
transferee has priority.™* 

The rule is contrary to the foregoing, where the proceeds are 
accounts. In that case the individual financer is protected against 
the subsequent transferee of the accounts to the extent specified in 
Section 9-306(1). By inference the same distinction applies under 
Section 9-306(5) in the case of returned goods where the proceeds 
were accounts; the individual financer will be protected to the same 
extent that he was protected as to accounts. 


Conflicting Security Interests 
A. General Rules Relating to Priority. The general rule of priority 
is that security interests rank in the order in which they are per- 
fected.** However, there are a large number of exceptions under the 
statute (in addition to those which may be made by agreement, 
for any person entitled to priority may agree to subordination). 
1. A secured party with a perfected security interest who makes 





“6 U.C.C. § 9-306(4). 

# U.C.C. § 9-306(5) (a). 
¥7 U.C.C. § 9-306(5)(b). 
48'U.C.C. § 9-306(5)(c). 
49 U.C.C, § 9-312. 
#6 U.C.C. § 9-316, 
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subsequent advances"! under the same security agreement and on 
the same collateral has priority as to the later advances, as against 
another secured party who has made intervening advances to the 
debtor on the same collateral and who expected to obtain a security 
interest junior only to the original debt.'™ 

2. Where a security agreement has an after-acquired property 
clause and the security interest is perfected, it has priority as to 
the after-acquired property against another lender who makes a 
loan secured by the after-acquired property.™ 

3. However, sometimes rights claimed under an after-acquired 
property clause will conflict with a purchase money security in- 
terest. Here, the party with the purchase money security interest 
in the after-acquired property is not required to protect himself 
by obtaining a subordination agreement under Section 9-316. He 
can obtain priority by perfecting his security interest before the 
debtor receives the collateral or within ten days thereafter. If the 
collateral is inventory, he must also notjfy any holder of an earlier 
perfected security interest before the debtor receives the collateral,'* 
in order to prevent the former from making later advances upon the 
original inventory as thereby augmented. 

4. Sometimes there will be two conflicting purchase money security 
interests. For exampie, A may advance $1000 to the debtor to be 
used to pay for the collateral, B may also advance $1000 to the 
debtor for the same purpose within ten days after the debtor re- 
ceives the collateral, and both of them may learn that C (the seller) 
actually shipped the goods to the debtor under a conditional sale 
contract. A, B and C all have purchase money security interests.” 
Assume each interest is perfected at the time the collateral is received 
by the debtor or within ten days thereafter. In these circumstances, 
C would have priority; however, if C had been paid, A or B would 
have priority depending on which one’s money was used to pay C. 
If neither one’s money was used to pay C, the conflicting interests 
would rank on a parity.'* 

5. Where the collateral is crops, a security interest given for new 





151 Section 9-204(5) sanctions agreements for future advances. 

#82 U.C.C. § 9-312(2); this is peculiarly a case where the second lender would 
often first secure a subordination agreement under Section 9-316 from the first 
lender with regard to later advances. 

43 Sanctioned by Section 9-204(3). 

14 Here again, a subordination agreement under Section 9-316 will often be 
appropriate. 

66 U.C.C. § 9-107. 


#8 U.C.C. § 9-312(5). 
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value, which is in the nature of an enabling advance, made during 
the production season or within three months before the crop is 
planted takes priority over the interest of an earlier secured party 
to the extent that the obligation to him (such as rent, or interest or 
principal on a mortgage) was due more than six months before the 
crops were planted.’ 

6. A security interest in favor of a surety is subordinate to a 
security interest given for new value to enable the debtor to perform 
the principal obligation.’ 

7. Subject to the foregoing, if A files first and then gives value, 
and B gives value ahead of A but files after A, A will have priority." 

B. Fixtures. The problems of fixtures, which have caused so much 
difficulty under previous statutes, including the Uniform Conditional 
Sales Act,'* have been dealt with realistically and therefore simply. 

1. A perfected security interest in goods which are deemed to be 
part of the realty is protected against everyone, provided the secured 
party files before the goods become part of the realty. However, 
in case of repossession, he is liable for the cost of repairing any phys- 
ical injury to the realty, unless the owner of the realty is also the 
debtor. Before repossession the secured party may be required to 
give adequate security for the cost of repairs.’® In practice the secured 
party may often be able to protect himself against even this liability 
for repairs, by agreement with any prior encumbrancer (and with 
the owner of the realty, if he is not the debtor) before arranging 
to finance the installation.“ If this is done, his only risk is the 
possibility of a subsequent encumbrancer of the realty from whom 
an agreement might be without consideration. 

2. If the security interest is not filed until after the goods become 
part of the realty, the secured party will nevertheless be protected 
against the owner of the realty, but subject to the liability for re- 
pairs.*7 The security interest will, however, be subordinate to the 





9 U.C.C. § 9-312(6). 

160 U/.C.C. § 9-312(7). For a discussion of the problems which are involved, 
see Nichols, Assignment of Claims Act of 1940—A Decade Later, 12 U. or Pir. 
L. Ti 538 (1951). See also Jn re Italian Cook Oil Co., 190 F.2d 994 (3rd Cir. 
1951). 

11 U.C.C. § 9-312(1). The result will often be affected by the rules as to pur- 
chase money security interests. 

162 2 U.L.A. § 7. 

168 U.C.C. § 9-313(1). 

1 But under Section 9-313(2) not for any diminution in value of the realty 
eng from the absence of the repossessed goods or the necessity of replacing 
8 Tid. 

166 Thid. 
167 Supra, at note 164. 
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rights of three classes of persons: (a) a subsequent purchaser'®® of 
the realty for value; (b) a subsequent judgment creditor with a lien 
on the realty; (c) a prior encumbrancer to the extent of any sub- 
sequent advances which he makes; provided that the purchase is 
made, or the lien arises, or the subsequent advances are made not 
only without knowledge of the security interest but also before it 
is finally perfected.'* 

In other words, a diligent conditional seller will never find himself 
legally unable to repossess the goods, but he may face the practical 
issue whether the value of the repossessed goods is worth the cost 
of their removal plus the cost of repairing physical damage to the 
realty. This again is a credit question which can be appraised before 
entering into the transaction. 

C. Accessions. A question similar to that of fixtures sometimes 
arises when a chattel is affixed to another chattel (e.g. new tires put 
on an old motor vehicle or a new engine installed in an airplane or a 
vessel). The rules here are the same as in the case of fixtures.!7° 

D. Commingling and Processing of Goods. It not infrequently 
happens that fungible collateral under one security interest will 
be commingled with collateral under a second security interest.!” 
More commonly, component parts will be processed or assembled 
into one end-product. 

If this occurs and only the collateral of one secured party has been 
thus commingled with that of the owner, the security interest con- 
tinues on the product if the security agreement so provides or if the 
secured party did not acquiesce in the loss of identity of his collat- 
eral.'72 If the security interest in the original collateral was perfected, 
the perfection will continue as to the product, if the financing state- 
ment covered “products’”!”* or if the secured party did not acquiesce 
in the loss of identity of the collateral. 

Therefore, the problem of financing goods during their manufac- 
turing process has been greatly simplified. Prior to Article 9, if the 
manufacture of shoes were to be so financed, the lender might establish 
a field warehouse for the leather. Once the leather was being cut 
and sewn, it was impracticable for the warehouse to maintain pos- 
session, and the lien was lost unless it could be maintained under a 





168 “Purchaser” includes “mortgagee,” U.C.C. § 1-201 (32). However, a prior 
encumbrancer who purchases at foreclosure sale is not a “subsequent’’ purc 
under the last sentence of Section 9-313(1). 

169 U.C.C. § 9-313(1). 

170 U.C.C. § 9-314. 

via =e U. ¢ C. § far’ relating to fungible goods commingled in a warehouse. 
C.C. § 9-315(1 

in U.C.C. § 9.40213), item 4. 
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trust receipt during the interim period. When the finished shoes were 
delivered to the field warehouse, was this a technical preference? 
And what of the debtor’s thread and linings which were now a part 
of the shoes?!* Such problems, and the techniques employed in an 
effort to solve them, are now past. 

Occasionally the collateral of two or more secured parties will 
be thus commingled in an end-product or a fungible mass. In such 
cases, the security interests rank on a parity in the ratio of the cost 
of the respective goods to the cost of the total product or mass.!7 


Accounts as Collateral 

A secured party does not become liable on the debtor’s contracts 
concerning the collateral (for example, the debtor’s warranties under 
a contract for sale),!”* merely by virtue of the security interest or 
the authority given to the debtor to dispose of, or use, the collat- 
eral.!77 Such liability will arise, if at all, only through the participation 
by the secured party, in the disposition or use of the collateral. 

On the other hand, the secured party takes an assignment of 
accounts or chattel paper subject to defenses and claims of the 
account debtor arising out of the contract between him and the 
assignor;!”* and also defenses and claims in favor of the account 
debtor which accrue before the account debtor receives notification!”® 
of the assignment or the arrangement for assignment.'*° However, the 
account debtor may agree not to assert such claims or defenses, unless 
he is a consumer.}* 

In cases where money to be earned in the future under a contract 
is assigned, the question has frequently arisen as to the legal right 
of the parties to the contract to amend it after notice of the assign- 
ment has been given. Article 9 meets this problem as follows: 

(i) any modification or substitution is effective if made in good 
faith and in accordance with reasonable commercial standards; is 

(ii) the secured party-assignee acquires corresponding rights 
under the modified or substituted contract; 

(iii) the original assignment may provide that any modification 
or substitution to which the secured party-assignee does not con- ' 
sent is a breach of contract by the debtor-assignor.'* 


14 Cf. Birnbaum, supra note 5, at 582-583. 
175 





ttt 





.C.C. § 9-315(2). 
1% Cf. U.C.C. $3 2-312 through 2-318. 
177 U.C.C. § 9-3 


178 U.C.C. § oB18(1) (a ). 

179 Defined in U.C.C. § 1-201(26). 

180 T].C.C. § 9-318(1)(b). 

181 U.C.C. § 9-318; cf. § 9-206(2). 

iss % C.C. § 9-318(2). See Rhode Island Discount Co. v. U.S., 94 F.Supp. 669 


(Ct. Cl. 1951). 
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An account debtor, who has not received notification'® that he 
is to pay the secured party-assignee, is protected on payments made 
to the debtor-assignor, if the debtor is permitted to collect the ac- 
counts or if he is put in possession of chattel paper which does not 
specify a place of payment other than the debtor’s place of business. 

Prior to the Assignment of Claims Act of 1940,!* the Federal 
Government placed severe restrictions upon the assignability of 
claims against the United States.!* Private account debtors some- 
times undertake to prohibit assignment of accounts or money to be 
earned in the future under a contract, but Article 9 makes such pro- 
hibition ineffective.‘ However, an account debtor who is notified 
to make payment to the secured party is entitled to call for reasonable 
proof of the authenticity of the asserted assignment, such as a photo- 
static copy. Without such proof, the account debtor is justified in 
withholding payment, for he would be paying at his peril.'*’ Similarly, 
the notification may fail to identify the particular account which has 
been assigned. In such a case the secured party-assignee is at fault, 
and the account debtor will be protected on payments made to the 
debtor-assignor until reasonable identification of the assigned ac- 
count or contract right is furnished by the secured party-assignee.1** 


Filing 
The filing framework of Article 9 is a model of simplicity. 


What to File 


Either a copy of the security agreement’*® or a financing state- 
ment!®® may be filed. In either case the paper must be signed by 
the debtor and the secured party, and must contain the following 
minimum information: 

(i) an address of the secured party at which can be obtained 
more specific information concerning the security transaction, 

e.g., the specific collateral, the amount of indebtedness, and the like; 


(ii) a mailing address of the debtor; 


183 Defined in U.C.C. § 1-201(26). 

1% 54 Stat. 1029 (1940), 31 U.S.C. § 203 (1946), as amended; the most recent 
amendments are Public Law 30, 82nd Cong. and § 105(b) (5) of the Renegotiation 
Act of 1951, Public Law 9, 82d Cong. 

186 Fortunately for the V-Loans of World War II, this Act substantially modi- 
fied the previous policy. See Nichols, supra note 160; Kupfer, The Federal As- 
signment of Claims Act Comes of Age, 125 N.Y.L.J. Nos. 107-9; Cable, 1951 
Assignment of Claims Amendment, 68 Banxne L.J. 437 (1951). 

18 U.C.C. § 9-318(4), first sentence, thereby —~ a rule contrary to All- 
husen v. Caristo Construction Corp., '303 N.Y. 446 , 103 N.E.2d 891 11952). 

187 U.C.C. § 9-318(4), second sentence. 

188 U.C.C. § 9-318(4), third sentence. 

189 U.C.C. § 9-402(1), third sentence. 

199 1.C.C. § 9-402(1), first sentence. 
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(iii) an indication of the type of collateral or a description of 
the items of collateral ;!” 

(iv) if the collateral is crops or fixtures, a description of the 
realty involved ;)% 

(v) if the collateral is fixtures, it must be described by items, 
not by mere general type.!* 


The secured party’s signature alone is sufficient in two cases:'™ 
(a) where filing in the Code State is done in order to perfect in 
that state a security interest which was in existence when the collat- 
eral was brought into the state;!® (b) where the secured party with 
a perfected security interest in collateral is later seeking to perfect a 
security interest in proceeds under Section 9-306(1). 

As in the Uniform Trust Receipts Act and various statutes relating 
to the assignment of accounts receivable, a suitable form of financing 
statement is contained in Article 9.1 
Where to File 

The place of filing is determined by the type of collateral: 

(i) if fixtures, in the office where a mortgage on the realty 
concerned would be filed or recorded;}*” ' 

(ii) if consumer goods held by the consumer, in the filing office 
of the county where the debtor resides; if he is a non-resident, 
then in the county where the goods are kept;!* 

(iii) if farming equipment, farm products, or accounts arising 
from the sale of farm products by a farmer, in the filing office of 
the county where the debtor resides; if he is a non-resident, then 
in the county where the equipment or farm products are kept; 
and, if crops are involved, also in the county in which is located 
the land where the crops are growing or are to be grown;!%® 

(iv) in all other cases, 7.e., accounts (other than farm accounts), 
chattel paper, contract rights, inventory, and equipment (other 
than farm equipment), in the office of the Secretary of State or an 
equivalent state office.?%° 


1% These three items are found in U.C.C. § 9-402(1), first sentence. 

1% U.C.C. § 9-402(1), second sentence. 

1% 1.C.C. § 9-402(1), fourth sentence. 

™U.C.C. §9-402(2). Some states will adopt the alternative provision for 
refiling on removal from one county to another contained in Section 9-401(3); 
in such case, signature by the secured party is sufficient. 

1% U.C.C. § 9-103(3). 

1% U.C.C. § 9-402(3). 

197 U.C.C. § 9-401(1)(c). 

198 U.C.C. § 9-401(1)(b). 

199 Tbid 


2 U.C.C. § 9-401(1)(a). 
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In other words, where the transaction is purely local and the 
debtor is not engaged in business, the filing is local. On the other 
hand, where the transaction primarily concerns business as such, the 
central filing provision of the Uniform Trust Receipts Act has been 
copied. This has worked well in practice, for it provides a single 
place where the searcher will find the filing record of all transactions. 

Some states, however, will desire to add local filing (in addition 
to central filing) where the business transaction is essentially local 
in that all of the debtor’s places of business are located in a single 
county.?" If that is done, the convenience of local creditors may be 
served. However, central filing for business transactions should be 
preserved in either event, because local filing alone induces much 
confusion. An individual businessman may reside in one county 
and maintain his business in another county; equipment may be 
located in an establishment which is not the debtor’s chief place of 
business. A provision for local filing in such cases breeds confusion 
as to where to file and where to search. 

Article 9 departs from the rule laid down in many cases which 
hold that an érror in the place of filing makes the filing completely 
non-effective. Section 9-401(2) states that incorrect filing is, neverthe- 
less, good as against persons who acquire knowledge of the filing. 
Moreover, if filing in several places is required because the collateral is 
located in several places, filing in one place is at least good as to 
the collateral located there, even if it is inadequate as to collateral 
located elsewhere. 

In case of removal, Article 9 proposes to the legislature a choice 
between two alternative rules: under one rule, filing remains effective 
even though the debtor’s residence or place of business, or the location 
of the collateral, is later changed; under the other rule, filing of a 
copy of the financing statement, signed by the secured party, must 
be made at the new location within 120 days.” 


Time and Duration of Filing 


Instead of specifying a time limit or requiring “immediate’’ filing, 
as do many of the present statutes, Article 9 does not fix any time 
within which filing is required. If filing is necessary and it is delayed, 
the security interest remains unperfected?" and therefore vulnerable. 
Hence prompt filing is always desirable. Where a conditional sale 
or the acquisition of inventory is involved, filing before the debtor 





301 See bracketed language at the end of U.C.C. § 9-401(1)(a). 
28 U.C.C. § 9-401(3). 
20 U.C.C. § 9-303(1) (a). 
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receives possession of the collateral is preferable.2 However, in all 
cases where a third party was not injured by delay in filing because 
his rights accrued after filing was ultimately accomplished, he will 
not be allowed to complain of the delay and the secured party will 
be protected.?% 

If the financing statement specifies the maturity date of the 
debtor’s obligation, filing is effective until that date and thereafter 
until the filing lapses.2% This will ordinarily be true only if a copy 
of the security agreement is filed as the financing statement. In the 
absence of a stated maturity, the filing is effective until it lapses. 
Upon lapse, or upon filing of a termination statement, the security 
interest becomes unperfected with regard to rights of others which 
accrue thereafter.?°” 

Two methods of putting an end to the effective filing of a financing 
statement are provided. The first is a termination notice signed by 
the secured party.?°* The debtor is entitled to demand this when he 
has no outstanding obligation to the secured party and when the 
secured party has no outstanding commitment to make advances, 
incur obligations or otherwise give value to the debtor. This termina- 
tion statement can be filed to wipe the slate clean.” 

The second method involves action by the filing officer. At any 
time after the stated maturity date, or at any time after five years 
following the filing of a financing statement which contains no stated 
maturity, the filing officer may notify the secured party that the 
effectiveness of the filing statement will lapse unless a continuation 
statement is filed.“° The continuation statement must be filed not 
later than sixty days after the date of notification by the filing 
officer.2" It must be signed by the secured party, and need merely 
identify the original statement by file number and state that it is 
still effective.*"? This continues the perfected status for another five 
years, at which time the procedure may be repeated.?"* 


Enforcement of a Security Interest 


Article 9 does not surround enforcement of a security interest 
with the technicalities which are present in many state statutes. 


24 Cf. U.C.C. § 9-313 as to fixtures; § 9-314 as to accessions; § 9-312(4) as to 
conflicts between a purchase money security interest and an after-acquired 
property clause; § 9-312(5) as to conflicting purchase money security interests. 

2% Cf. supra, at note 91. 

206 Infra, at note 210. 

27 U.C.C. § 9-403(2). 

208 T).C.C. § 9-404(1). 

209 U.C.C. § 9-404(2). 

10 U.C.C. § 9-403(3), first sentence. 

11 The continuation statement may, of course, be filed before notice from the 
filing officer; this will frequently be done to prevent any oversight. 

2122 U.C.C. § 9-403(3), second sentence. 
213 U.C.C. § 9-403(3), third sentence. 
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Such requirements as tendering back part of the debtor’s payments 
if a conditional sale contract is used rather than a purchase money 
chattel mortgage, or waiting a prescribed period before resale, or 
electing between repossessing and suing on the obligation, and other 
like requirements have been eliminated. On the other hand, the 
policy of Article 9 is to encourage the maximum realization on the 
collateral by the secured party in the interest of both himself and 
the debtor. 

In all cases the remedies of the secured party are cumulative.” 
He may always reduce the debtor’s obligation to judgment.*" In 
addition he has the following remedies. 

If the collateral is accounts, chattel paper, contract rights, ne- 
gotiable instruments or securities, the secured party may sell them, 
or may collect them, or may collect them as long as it is advantageous 
to do so and then sell them.?"* 

If the collateral is bills of lading or warehouse receipts, he may 
sell either the documents or the goods covered by the documents.”!” 
If the collateral is goods, he may accept them in discharge of the 
debtor’s obligation or as an alternative he may employ judicial 
foreclosure, or may repossess the goods, prepare them for resale and 
after resale recover any deficiency.?!* If the collateral is both real 
and personal property, he may proceed under Article 9 as to the 
personal property, or under the real estate foreclosure procedure as 
to both kinds of collateral.?® 

On the other hand, when the secured party is in possession of the 
collateral, he must exercise due care in its custody and preservation.?”° 
The debtor has a right of redemption and a right to require the 
secured party to dispose of the collateral in accordance with Article 
Q 221 

With regard to accounts, chattel paper, contract rights and ne- 
gotiable instruments, the security agreement may provide for col- 
lections to be made by the secured party from the outset, or it may 
authorize the debtor to make collections until default or until notice 
to him to the contrary. Under Article 9 the secured party has the 
right to take over collections in case of default even if the agreement 
is silent.”? Transactions with regard to this type of collateral are 





4 U.C.C. §§ 9-501(1) and (3). 

5 U.C.C. § 9-501(1), first sentence. 
216 U.C.C. § 9-501(1), second sentence. 
17 U.C.C. § 9-501(1), third sentence. 
218 U.C.C. § 9-501(1), fourth sentence. 
19 U.C.C. § 9-501(4). 

220 Cf. U.C.C. § 9-207. 

231 U.C.C. § 9-501(2). 
2 U.C.C. § 9-502(1). 
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sometimes a pledge, sometimes a sale subject to repurchase in case 
of non-payment by the account debtor (e.g. a retail customer), 
sometimes a sale with a portion of the price withheld as security 
against non-payment by the account debtor, and sometimes an out- 
right sale without recourse of any kind. In the latter case alone, the 
debtor-assignor (e.g. a retailer) is not concerned with the manner or 
extent of realization on the collateral by the secured party. In all 
other cases, the debtor-assignor is vitally concerned either because 
of his potential liability or his so-called “equity” in the withheld 
portion of the price. For all of these cases Article 9 prescribes the 
following rules: 

(i) a secured party who takes control of collections must proceed 
thereafter in a commercially reasonable manner;?” 

(ii) the secured party is entitled to deduct his reasonable ex- 
penses ; 

(iii) if the security agreement specifies whether the debtor is 
entitled to any surplus if the net realization exceeds his obligation, 
or whether he is liable for any deficiency, or both, the agreement 
will control (usually the agreement is specific) ; 

(iv) if the agreement is silent, then the results are determined 
by whether the transaction is in fact an outright sale or a loan; 
in the former case the debtor is neither entitled to any surplus nor 
liable for any deficiency; in the latter case, he is both entitled to 
any surplus and liable for any deficiency.?% 


With regard to tangible collateral like consumer goods, equipment, 
inventory, and farm products, and also with regard to collateral 
such as instruments, documents and chattel paper, the secured 
party has the right to take possession on default, unless the parties 
have otherwise agreed.?% Peaceable repossession, without resort to 
judicial process, is allowed. In order to avoid unnecessary expense, 
the secured party is also entitled to leave equipment temporarily 





223 “Commercially reasonable” is used repeatedly in other articles of the Code, 
as well as in Part 5 of Article 9. It constitutes a flexible standard which is cer- 
tainly the most appropriate to the nature of the transaction, although it is in- 
definite; flexibility is preferable to rigidity. See U.C.C. § 9-507(2) for a partial 
definition of the term; infra, at note 243. 

™ U.C.C. § 9-502(2). 

6 U.C.C. § 9-503. It will be noted that the rules giving rights to the debtor 
and imposing duties on the secured party, under Part 5 of Article 9, may not be 
waived or varied unless the text specifically so provides. U.C.C. § 9-501(3) 
second sentence. Section 1-107 on waiver of rights — = of breach, and 
Section 1-208 on acceleration based on “insecurity” should both be kept in mind. 


36 U.C.C. § 9-503, second sentence. 


Bie De gape (a eP 



































SECURED TRANSACTIONS 387 





March] 


on the debtor’s premises, render it unusable and sell it at that loca- 
tion.??” This will frequently increase the net realization. 

The resale provisions of Article 9 are also flexible.?** Before dis- 
posing of the collateral, the secured party may, if he elects, process 
or prepare it in any commercially reasonable manner.”?® He may pro- 
ceed at a public sale or may make a privately negotiated transaction; 
he may treat the collateral as a unit or may divide it into parcels; 
he may choose the time and place, and the terms (whether cash or 
credit); he may buy at a public sale, and may even buy at a private 
sale if the collateral is of a type which is customarily sold in a recog- 
nized market or is the subject of widely distributed standard price 
quotations.”° There are only two general limitations which are im- 
posed for the benefit of the debtor and others: (a) reasonable notice 
must be given to the debtor and to any other secured party who has 
a security interest in the collateral and who is known or who has 
filed a financing statement, unless the collateral is perishable or 
threatens to decline speedily in value or is of a type customarily 
sold on a recognized market; and (b) “every aspect of the disposition 
including the method, manner, time, place and terms must be com- 
mercially reasonable.’’2# 

So far as the debtor is concerned, the proceeds of disposition are 
applied, first to cover the secured party’s reimbursable expenses, 
second to the satisfaction of the indebtedness to the secured party, 
and third to the satisfaction of any subordinate security interest in 
the same collateral, if demand is made before distribution of the 
proceeds is completed. The debtor is entitled to any surplus and is 
liable for any deficiency if the security interest secures an indebted- 
ness of the debtor. However, if the collateral is instruments, chattel 
paper, accounts or contract rights, and the transaction between the 
debtor and the secured party is a sale, the right to surplus or liability 
for deficiency must be spelled out in the agreement or it will not 
exist.?#? 

So far as purchasers of the collateral and other transferees are 





27 U.C.C. § 9-503, last three sentences. 

28 Tn addition to reselling collateral after default, the secured party may 
dispose of it in other ways, such as by leasing it. U.C.C. § 9-504(1). 

29 U.C.C. § 9-504(1), first sentence. 

20 U.C.C. § 9-504(2), first, second and last sentences. 

%1 17.C.C. § 9-504(2), second, third and fourth sentences. 

22 1).C.C. § 9-504(1). As to the last sentence of the text, it should be noted that 
the pam to Section 9-504(1) in the Final Text Edition (November 1951) 
is to be reworded. As drawn, it might appear to sanction a provision in a conditional 
sale contract depriving the buyer of any right to surplus after resale but making 
him liable for any deficiency, which is a result that was not intended and one 
that would be contrary to the policy of Section 9-505. 
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concerned, they acquire all rights of the debtor in the collateral and 
take free of the security interest and all subordinate security inter- 
ests*** even though the secured party fails to comply with the re- 
quirements of Article 9 (if he is proceeding under it) or of any appli- 
cable judicial proceedings under which the secured party is acting. 
This is, however, subject to two conditions: (a) if a judicial sale is 
involved, the purchaser must not know of any defects in the sale 
and must not buy in collusion with the secured party or other bid- 
ders; (b) in any other method of disposition of the collateral the 
purchaser must be in good faith.?* 

In case of a purchase money security interest in consumer goods, 
where the debtor has paid 60% of the cash price, the secured party 
must dispose of the collateral within ninety days. Otherwise, the 
debtor may sue for conversion or for a return of the so-called ‘finance 
charge’’ plus 10% of the cash price of the goods (or 10% of the prin- 
cipal, in case of a loan).7* However, the consequence of a resale by 
the secured party is that the debtor is liable for any deficiency.” The 
debtor may wish to avoid the risk that there may be a deficiency, and 
the secured party may desire to avoid the expense of a resale; to 
accomplish this Article 9 gives the debtor the right to renounce his 
right to insist upon a resale, by a written agreement to that effect 
made after default.*”7 Such an agreement will usually also release the 
debtor from further liability. 

When the debtor has paid less than 60% of the purchase price of 
consumer goods covered by a purchase money security interest, and 
in case of any other collateral, the secured party who is in possession 
of the collateral after default may propose that he retain the col- 
lateral in satisfaction of the indebtedness. The proposal must be 
made to the debtor and also to any other person who is known to 
have a security interest in the collateral or who has filed a financing 
statement. If objection is made within thirty days, the secured party 
must dispose of the collateral in accordance with Section 9-504. In 
the absence of such objection, the secured party’s proposal is deemed 
to be accepted by all concerned.”** 

The debtor’s right of redemption may be exercised at any time be- 
fore the secured party has disposed of the collateral or has made a 





233 So far as security interests are concerned, the situation is the same as 
when a second mortgage ts foreclosed and the property is sold subject to an 
existing first mortgage. 

24 U.C.C. § 9-504(3). ‘(Good faith’’ means honesty in fact, U.C.C. § 1-201(19). 
§§ 9-505(1) and 9-507(1), last sentence. 

9-504(1), postamble. 


5 UCC. 
6 U.C.C. § 
27 U.C.C, § 9-505(1). 
8 U.C.C. § 
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contract for such disposition and, of course, before the secured party’s 
proposal to retain the collateral in satisfaction of the indebtedness has 
been deemed to be accepted. To redeem, the debtor must tender all 
sums due under the defaulted agreement”® as well as the reasonable 
expenses of retaking, holding and preparing for disposition of the 
collateral.?4° 

The court is given the power to order, to restrain, or to supervise 
the disposition of the collateral by the secured party.*"' If disposition 
has already been completed, the secured party is liable for any loss 
caused by failure to comply with Part 5 of Article 9.7 

On the other hand, the secured party is specifically protected 
against mere harassing claims that he has failed to comply with the 
requirements of the Code. In the first place, the mere fact that a 
better price could have been obtained at a different time or by a dif- 
ferent method does not, by itself, prove that the secured party’s 
action was not commercially reasonable.” On the contrary, ‘‘com- 
mercially reasonable’’ includes, among other things (a) dealing in 
the usual manner in any recognized market, (b) conducting a private 
sale at the current market price, (c) following the reasonable com- 
mercial practices among dealers in that type of property, or (d) act- 
ing with the approval of the court in a judicial proceeding, or of a 
bona fide creditors’ committee or representative of creditors.“ 


CONCLUSION 


One objection to Article 9 which cannot be denied is that Article 9 
represents new law for every state where the Code is adopted. It will 
require lawyers to learn new rules and to abandon old precedents. 
This is the price of progress to a system of law which is uniform and 
which is molded to current economic and business conditions. 

A second objection, that Article 9 is unduly favorable to secured 
creditors, has less foundation. Article 9 does reduce the pitfalls and 
traps which have surrounded secured credit in the past. On the other 





29 Including the full balance of the debt if accelerated; acceleration on de- 
fault is clearly valid, ef. U.C.C. § 1-208. 

40 TJ.C.C. § 9-506. 

*1 U.C.C. § 9-507(1), first sentence. Previous decisions which turned on who 
had ‘title’ to the collateral are no longer in point, because all provisions of 
Article 9 apply regardless of whether title is in the secured party or is in the 
debtor. See U.C.C. § 9-202. 

42 U.C.C. § 9-507(1). In case of a consumer, there is a specific penalty regard- 
less of actual damage; supra, at note 235. 

243 U.C.C. § 9-507(2), first sentence. 
4 U.C.C. § 9-507(2). 
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hand, it has recognized that this is necessary if wasteful expenses in 
the handling of secured credit are to be eliminated and if the cost of 
secured credit is to be reduced through decreased cost of handling 
such transactions. Moreover, the rights of debtors and general 
creditors are not only rendered more certain by the Code, these 
rights are protected by specific provisions and by general require- 
ments such as public filing for most business transactions,” and the 
“commercially reasonable’ test for steps taken by the secured party 
in realizing upon his collateral. 

The major advances which Article 9 achieves are the following: 

1. It makes certain types of secured credit available in states 
where previous rules made it impossible or at best difficult. The best 
example is inventory financing: in various states a chattel mortgage 
on a merchant’s stock of goods has been invalid, and the courts in 
some of those states have gone far to strike down various attempts to 
use other techniques on the ground that in substance they amounted 
to a chattel mortgage. 

2. Objections to secured credit have frequently been predicated 
upon secrecy and upon the ease with which they appeared to effect 
preferences to favored creditors; the security came into being, as 
well as into public view, only when the debtor was hard pressed. 
The approach of Article 9 to secret liens has just been mentioned.” 
The approach of Article 9 to preferences is shown by the careful 
distinction which is made throughout between ‘‘old value” and “new 
value.’”” New value is treated as adding something to the debtor’s 
general assets to offset the security interest in the specific collateral. 
New value is recognized as something which helps to keep the debtor 
going and to give him the opportunity to earn money to pay his 
debts. New value looks to the continuation of the business and 
should be encouraged. Old value looks to its liquidation—let the law 
of fraudulent conveyances and the preference rule in bankruptcy take 
their toll. 

3. The “‘commercially reasonable’’ rule for realization upon col- 
lateral is a great step forward. The rigid formality of old-fashioned 
foreclosures has often resulted in loss to all except those who pur- 
chased at foreclosure sales. Under Article 9, the secured party is en- 
couraged to liquidate like a merchant, and so long as he acts like 





*6 The principal exception is the twenty-one day temporary perfection of a 
security interest in instruments and documents in the debtor’s possession; such 
wey existed at common law and is also recognized by the Uniform Trust 
ipts Act. 
6 Supra, at note 245. 
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an honest”? and reasonable merchant, he is protected against attack 
based on the wisdom which comes after the event.*4* 

4. Heretofore, financing of goods which were to be affixed to the 
realty was perilous in many states. The simple rules of Section 9-313 
are much more feasible and are more just to all of the various inter- 
ests which are involved. The same is true of accessions under Sec- 
tion 9-314. 

5. The procedure for financing the manufacturing or processing of 
raw materials into finished merchandise™® is a definite improvement 
over prior requirements. 

6. The repeal of Benedict v. Ratner and kindred cases,%° which 
sometimes resulted in a windfall to general creditors but which gave 
them no other practical protection, should materially reduce the 
handling expense of many loans on inventory and receivables, as 
well as greatly reduce the legal hazard of such loans. 

7. The trend of financing in many situations has been toward a 
“floating lien.’’ The debtor’s financial needs are seasonal, and 
fluctuate during the season. It is a great convenience and a great 
economy for him to be able to increase or curtail his loan within the 
season in accordance with his requirements. What he would like to 
say to his banker is this: “‘So long as I maintain at least a minimum 
quantity or ratio of collateral, let me use money when I need it and 
for as long as I need it, and charge me interest on the average daily 
balance of the loan.”’ Article 9 has gone far to facilitate exactly this 
technique by many provisions, such as: (a) sanction of security 
agreements providing for after-acquired collateral and future ad- 
vances,”*! (b) declaration that such transactions are for ‘“‘new value,’’* 
(c) validation of a filing statement which merely describes the type 
of collateral,” (d) clarification of the rules regarding conflicting 

security interests,“ and (e) procedure for following proceeds*® and 
products. 

8. Loans on farm products are given far greater recognition. 





«47 “Every contract... im an obligation of good faith in its . . . enforce- 
3019) U.C.C. § 1-203. ‘ ‘Good faith’ means honesty in fact,” U.C.C. § 1- 


48 See U.C.C. § 9-507(2). 

49 Supra, at note 171 ff. 

29 Supra, at notes 72 and 73. 

1 U.C.C. §§ 9-204(3) and (5). 

2 U.C.C. § 9-108(2). 

83 U.C.C. § 9-402(1). 

U.C.C. §§ 9-312(3), (4) and (5). 
U.C.C. §§ 9-306 and 9-502(1). 

U.C.C. §§ 9-315 and 9-402(3), item 4. 
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9. Finally security agreements will become simpler. Just as a 
financing statement has been reduced to its minimum,”’ so also a 
“security agreement’’ can now become a very simple contract. One 
basic form of security agreement can replace ten old forms.%* The 
basic form must describe the collateral and any real estate which is 
concerned, and must be signed by the debtor.® To this must properly 
be added the specific agreements and undertakings of each party, 
including their understanding as to “events of default.’’ At this 
point the agreement can well end. 

Experience alone will demonstrate whether Article 9 has been 
soundly conceived and well drawn. It is bound to achieve greater 
simplicity and uniformity than in the past. If, in addition, it results 
in more credit at lower cost, Article 9 may well prove to be one of 
the most important phases of the Uniform Commercial Code. 

%7 U.C.C. § 9-402. 


58 Cf. U.C.C. § 9-102(2). 
9 U.C.C. § 9-203(1)(b). 

















